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PREFACE. 


The  following  papers  were  originally  written  for  the  use  of  the 
Gold  and  Silver  Commission.  Out  of  the  many  points  which 
that  Commission  had  to  consider,  they  deal  only  with  one — viz. 
the  relation  of  gold  to  prices.  But  that  point  is  one  which 
involves  abstract  investigations  of  a  very  abstruse  and  difficult 
character,  and  which  at  the  same  time  enters  largely  into  the 
popultir  conceptions  or  misconceptions  on  which  arguments  for 
changes  in  our  currency  are  founded.  The  simple  theory  that 
commodities  are  exchanged  against  gold  and  that  prices  depend 
upon  the  relative  quantities  of  gold  on  the  one  hand  and  of  the 
commodities  to  be  bought  with  gold  on  the  other,  is  a  theory 
which  still  pervades  the  writings  and  speeches  of  careful  thinkers ; 
which  underlies  the  recent  alarm  concerning  the  scarcity  of  gold  ; 
and  which  prompts  the  agitation  for  some  measure  which,  by 
increasing  the  material  of  the  currency,  shall  raise  prices.  In 
recent  years  the  gold  prices  of  many  articles  in  Europe  and 
America  have  fallen ;  or,  in  other  words,  there  has  been  an 
appreciation  of  gold  ;  and,  as  the  annual  supply  of  gold  has 
at  the  same  time  fallen  off,  it  is  argued  that  the  appreciation  is 
due  to  a  change  in  the  supply  of  the  metal,  and  it  is  inferred 
that  the  fall  in  price  is  due  to  a  deficiency  in  the  supply  of 
gold.  But  before  such  an  inference  can  be  adopted  as  proved, 
we  ought  not  only  to  be  sure  that  the  fall  in  price  is  not  due 
to  changes  in  the  articles,  but  also  to  know  what,  in  the  present 
state  of  business,  is  the  real  connection  between  gold  and  prices. 
It  is  to  this  very  difficult  point  that  the  following  observations 
are  directed.    They  have  no  claim  to  be  original.    The  "  quantity 
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theory"  of  the  currency  was  directly  attacked  by  Helferich  in 
Germany  as  long  ago  as  1843,"^  and  from  the  papers  sent  to 
the  Royal  Commission  it  would  seem  that  it  has  been  practically 
abandoned  by  many  of  the  most  distinguished  of  the  Foreign 
Economists.  In  England  it  is  to  the  writings  and  evidence  of 
Mr.  H.  D.  Macleod  f  and  to  Mr.  Tooke's  well-known  "  History 
of  Prices  "  that  I  am  chiefly  indebted.  I  may  refer  especially  to 
a  letter  in  vol.  ii.,  p.  369  of  the  last  mentioned  work,  from 
Mr.  James  Pennington,  well  known  formerly  as  a  trusted  adviser 
to  the  Treasury  on  currency  matters,  in  which  he  expresses  and 
explains  the  same  views  concerning  the  effect  of  bankers'  deposits 
as  currency  which  are  given  below. 

Mr.  Tooke's  book  is  especially  valuable  at  the  present  time, 
since,  apart  from  controversy  concerning  the  Act  of  1844,  it 
proves,  by  a  careful  analysis  of  facts,  how  strong  has  been  the 
tendency,  not  only  of  ignorant  or  interested  persons,  but  of  able 
economists  and  politicians,  to  over  estimate  the  effect  of  cur- 
rencies and  currency  laws,  and  to  under-estimate  the  effect  of 
real  changes  in  things,  of  the  actions  of  men,  and  of  their 
desires,  hopes,  and  fears.  This  tendency  is  due  partly  to  the 
vulgar  error  that  a  few  lines  in  an  Act  of  Parliament  can  satisfy 
human  wants  by  making  something  out  of  nothing ;  partly  to  a 
more  refined  belief  that  currency  is  a  form  of  property  specially 
within  State  control;  and  partly  also  to  the  pleasure  of  specu- 
lating and  legislating  on  those  media  of  exchange  which  seem  to 
pervade  all  sales  and  exchanges,  and  to  bring  them  within  the 
scope  of  philosophical  generalisation. 

A  consciousness  of  temptations  such  as  these  would  have  led 
me  to  avoid  writing  upon  such  a  subject  at  all  if  I  did  not  feel 

*  Von  den  perioclischen  Schwankungen  im  Weit  der  Edeln  Metalle  von  der 
Entdeckung  Amerikas  bis  zum  Jahren,  1830.    J.  Helferich,  1843. 

f  "Theory  and  Practice  of  Banking,"  by  H.  D.  Macleod  (Longmans,  1883). 
Second  Report  of  Royal  Commission,  App. ,  Questions  7174  to  7398  and  Taper 
No.  III.  of  same  Appendix.  Mr.  Macleod  has  just  published  the  first  volume  of  a 
new  work  on  the  "  Theory  of  Credit")  (Longmans,  1889),  in  which  he  extracts, 
conficnscs,  and  illustrates  what  he  has  before  written  on  this  subject  in  a  form 
which  I  have  found  exceedingly  instructive  and  interesting,  and  even — if  the  word 
can  properly  be  used  of  such  a  subject— amusing. 
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that  clear  opinions  upon  it  are  much  needed.  The  relation 
between  the  material  of  the  currency  and  prices  is  one  of  the 
obscurest  chapters  in  Political  Economy.  Some  of  our  ablest 
writers  make  the  subject  darker  by  failing  to  recognise  the 
changes  which  have  taken  place  in  the  modes  of  carrying  on 
business  ;  whilst  practical  men  are  proposing  alterations  of  our 
currency  laws  for  the  purpose  of  raising  prices,  without  having 
realised  their  own  entire  ignorance  of  the  extremely  complicated 
and  obscure  relations  with  which  they  are  dealing.  To  promote 
discussion  on  this  abstruse  subject  is  the  chief  object  of  this 
paper.  What  is  it  that  the  City  deals  in  under  the  name  of 
"  money  "  ?  What  is  it  we  buy  and  sell  with  ?  What  creates  it? 
What  limits  it  ?  These  are  the  questions  which  it  is  my  object 
to  raise.  It  may  not  be  possible  at  present  to  give  any  complete 
answer  to  them,  but  it  is  something  to  state  them. 

It  is  not  without  hesitation  that  I  make  the  attempt.  What 
the  poet  says  of  metaphysics  is  true  of  currency  questions — 

"  The  intellectual  being  through  words  and  things 
Goes  groping  on,  a  dim  and  perilous  way," 

I  have  added  at  the  end  some  letters  from  and  to  Professor 

Erwin  Nasse  of  Bonn.    The  paper  which  he  sent  in  answer  to 

the  questions  of  the  Gold  and  Silver  Commission  (2nd  Report, 

A  pp.,  page  221),  seemed  to  me  so  especially  instructive  that  I 

resolved  to  obtain  his  opinion  on  the   points  raised  in  the 

following  papers.    On  the  subordinate  points  on  which  we  are 

not  in  full  accord  his  letters  are  full  of  instruction  and  suggestion ; 

but  I  am  glad  to  say  that  in  the  main  we  agree ;  and  nothing 

has  given  me  more  confidence  than  the  support  of  so  great  an 

authority.  ^  ^  FARRER. 

Ahinger, 

Atigust,  1889. 
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WHAT  DO  WE  PAY  WITH? 

OR, 

GOLD,  CREDIT,  AND  PRICES. 


I.— PRELIMINARY. 

MR.  GOSCHEN  AND  MR.   GIFFEN  ON  THE  FALL  IN  PRICES. 

Mr.  Goschen,  in  an  address  delivered  to  the  Institute  of 
Bankers  in  1883,  called  attention  to  the  recent  fall  in  certain 
wholesale  prices,  and  ascribed  it  to  an  increase  in  the  purchasing 
power  of  gold,  caused  by  new  demands  on  that  metal  coupled 
with  a  felling  off  in  the  supply.  Mr.  Giffen,  in  an  article  in  the 
"Contemporary  Review"  of  June,  1885,  and  also  in  his  "Essays 
in  Finance,"  Second  Series,  1886,  on  Gold  Supply,  the  Rate  of 
Discount  and  Prices,  developed  the  same  idea.  Many  others 
have  followed  these  authorities,  and  several  witnesses  called  by 
the  Royal  Commission  have  supported  similar  views. 

EVEN  ASSUMING  THE  QUANTITY  THEORY,   FALL   IN  PRICES  MAY 
BE  DUE  TO  THE  ARTICLES   SOLD,  AND  NOT  TO  GOLD. 

The  fact  that  the  wholesale  prices  of  certain  things  have 
fallen  is  beyond  doubt ;  but,  even  assuming  that  price  depends 
upon  the  proportion  in  quantity  between  exchangeable  articles 
and  gold,  this  is  a  very  different  thing  from  the  proposition  that 
the  fall  is  due  to  scarcity  of  gold. 

Let  me  explain  what  I  mean  by  distinguishing  the  proposition 
(i)  that  prices  have  fallen  ;  from  the  proposition  (2)  that  this  fall 
is  due  to  a  scarcity  of  gold ;  for  it  is  a  fundamental  point. 

"Fall  in  prices,"  "appreciation  of  gold,"  "increase  in  the 
purchasing  power  of  gold,"  involve  one  another ;  indeed,  they  are 
only  different  forms  of  expressing  the  same  thing.  But  they  do 
not  involve  "  scarcity  of  gold,"  and  may,  even  if  we  assume  the 
"  quantity  theory,"  arise  from  very  different  causes,  as  will  be 
obvious  from  the  following  considerations. 
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Price  is  the  mode  we  adopt  of  expressing  value.  Value  is  a 
relation  between  two  exchangeable  articles.  All  things  are, 
according  to  the  "  quantity  theory,"  assumed  to  be  exchangeable 
with  gold,  and  the  gold  price  of  each  article  is  the  expression  of 
the  relation  for  purposes  of  exchange  between  that  article  and 
gold  in  terms  of  gold.  Now  the  relation  between  two  articles 
for  the  purpose  of  exchange  may  be  altered  by  an  alteration  in 
either  of  them  ;  viz.  by  increased  abundance  of  the  one  or  by 
increased  scarcity  of  the  other,  or  by  both  causes.  Suppose  two 
boys  who  wish  to  exchange  money  for  apples.  If  one  has 
twelve  apples  and  the  other  a  shilling,  the  apples  will  be  sold 
at  a  penny  apiece.  Suppose  now  that  the  apple-tree  produces 
twenty-four  apples  instead  of  twelve,  the  labour  or  human  effort 
of  cultivation  or  production  remaining  the  same,  and  the  apples 
will  be  sold  at  a  halfpenny  apiece.  Or,  secondly,  let  the  shilling 
by  increase  in  the  cost  or  difficulty  of  procuring  the  precious 
metals  be  reduced  to  sixpence,  and  the  apples  will  in  this  case 
also  be  sold  at  a  halfpenny  apiece.  In  both  cases  there  is  an 
equal  fall  in  price.  But  the  real  facts  of  the  case,  the  causes  of 
the  fall  in  price,,  and  all  the  consequences  are  utterly  different  in 
the  two  cases,  and^  without  knowing  which  of  the  two  things  has 
happened,  the  fall  in  price  tells  us  little  or  nothing  that  is  im- 
portant for  our  purposes. 

DIFFERENCE  IN  EFFECT  ACCORDING  AS    THE  FALL  ARISES  FROM 
THE  ONE  CAUSE  OR  THE  OTHER. 

To  attempt  to  point  out  here  what  the  different  consequences 
are  would  occupy  too  long  a  space.  But  one  point  may  be 
mentioned  as  an  illustration.  It  is  obvious  that  if  the  two  boys 
have  entered  into  a  contract,  the  one  to  sell  and  the  other  to  buy 
a  certain  number  of  apples  at  the  price  of  a  penny  apiece  for  a 
series  of  years,  the  several  positions  will  be  utterly  different 
according  as  a  subsequent  fall  in  value  of  the  apples  to  a  half- 
penny apiece  arises  from  an  increase  of  apples  or  from  a  scaicity 
of  pence.  If  it  has  arisen  from  an  abundance  of  apples,  the  boy 
who  sells  the  apples  will  be  better  off,  but  the  boy  who  buys  will 
be  none  the  worse.  If  it  arises  from  a  scarcity  of  pence,  the  boy 
who  has  undc  il.ikcn  to  buy  will  be  a  heavy  loser. 

To  assume,  then,  that  because  prices  have  fallen,  gold  has 
become  scarcer  is  to  assume  the  most  important  point  at  issue. 
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The  critics  of  Mr.  Goschen  and  Mr.  Giffen  assert  that  there  are 
special  causes  which  account  for  the  increased  abundance  of  most 
of  the  articles  in  the  Economist  list.  They  say  that  these  articles 
are,  in  consequence  of  the  cultivation  of  new  countries,  of  cheap- 
ened and  shortened  transit,  of  improvements  in  manufacture  and 
production,  produced  in  much  larger  quantities  than  before 
without  any  proportionate  increase  in  the  cost  of,  or  human 
effort  employed  in,  their  production,  and  that  this  fully  accounts 
for  the  fall  in  price. 

Some  of  them  say  further,  that  this  production  has  been 
carried  to  excess,  and  that,  pending  adjustment,  glut,  low  prices, 
and  distress  are  the  consequence. 

VARIOUS  CRITICISMS  ON  MR.   GOSCHEN  AND  MR.  GIFFEN. 

Several  able  pamphlets  and  articles  have  appeared,  criticising 
Mr.  Goschen's  and  Mr.  Giffen's  arguments  and  figures,  and  sug- 
gesting various  causes  for  the  fall  in  prices  other  than  a  want  of 
gold :  e.g.  Mr.  W.  Fowler's  Cobden  Club  pamphlet ;  a  letter 
from  Mr.  Marshall,  of  Leeds,  in  the  Chamber  of  Commerce 
"Journal"  of  November,  1883;  an  article  by  M.  Leroy  Beaulieu 
in  the  "  Revue  des  Deux  Mondes  "  of  May,  1886  ;  M.  Forsell  on 
the  "Appreciation  of  Gold,"  1886  (Effingham  Wilson) ;  Professor 
Laughlin  on  "Gold  and  Gold  Prices  since  1875  "  the  "  Boston 
Quarterly  Journal  of  Economics  "  for  April,  1887  ;  Mr.  David  A. 
Wells  on  the  Depression  of  Trade  in  the  "Contemporary"  of 
August,  September,  and  October,  1887.  Much  evidence  on  both 
sides  of  this  question  will  be  found  in  the  evidence  given  to  the 
Commission,  and  the  difference  in  opinion  evinced  by  the  wit- 
nesses is  echoed  in  the  diverging  Reports  of  the  Commissioners. 
Two  further  papers  have  since  appeared,  one  by  Dr.  Erwin  Nasse 
of  Bonn  *  on  the  fall  of  prices  during  the  last  fifteen  years.  This 
paper  seems  to  me  to  be  in  some  respects  the  most  important  that 
has  appeared  on  this  part  of  the  subject,  since  it  deals  fully  and, 
1  think,  successfully  with  the  main  contention  of  the  supporters 
of  the  "  scarcity  of  gold "  theory :  the  contention,  namely,  that 
the  causes  of  cheapness  alleged  by  the  opponents  of  that  theory 
were  in  full  operation  long  before  the  period  when  prices  began  to 

*  Das  Sinken  der  Warenpreise  wahrend  der  letzen  15  Jahre.  Jahrbuchern 
fiir  National-Okonomie  und  Statistik.  N.  F.,  Bd.  XVII.,  Jena,  Fischer,  1888.  It 
is  printed  separately  as  a  pamphlet. 
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fall,  and  that  consequently  the  fall  since  1875  must  be  due  to 
some  further  cause,  and  that  this  cause  is  to  be  found  in  the 
scarcity  of  gold.  The  other  paper  is  by  Mr,  Giffen,  who,  after 
declining  to  appear  as  a  witness  before  the  Commission, 
published  in  the  Journal  of  the  Statistical  Society  of  December, 
1888,  an  article  repeating  and  supporting  his  previous  opinions 
and  arguments.  Upon  this  article  Dr.  Nasse  makes  the  following 
observations  : — "  Mr.  Robert  Giffen  now  denies  positively  that 
the  circumstances  of  Production  differed  in  the  two  periods 
ending  and  beginning  with  1873.  In  the  article  in  question 
(which,  compared  with  his  earlier  works  exhibits,  with  an  appeal 
to  Stanley  Jevons,  a  return  to  the  purest  'Quantity  Theory' 
so  vigorously  contested  by  Tooke),  Mr.  Giffen  argues  as  follows  : 
'Goods  increased  in  the  same  degree  before  and  after  1873; 
metallic  money  increased  till  1873,  but  no  longer;  the  price  of 
goods  rose  till  1873,  but  from  that  time  fell.  Therefore  the  cause 
of  the  latter  phenomenon  must  be  looked  for,  not  in  forces  which 
continued  to  operate  during  the  whole  period,  but  in  that  force 
in  which  a  change  took  place  in  1873.' 

"A  very  obvious  conclusion,"  says  Professor  Nasse,  "if  the 
money  price  of  goods  were  determined  by  nothing  but  the  quantity 
of  goods  and  the  quantity  of  metallic  money ;  and  if  it  were  also 
proved  that  in  the  two  periods  referred  to  the  increase  of  both 
quantities  had  taken  place  in  the  manner  thus  assumed.  We 
dispute  both  propositions,  and  we  dispute  the  former  of  them  in 
accordance,  not  only  with  Tooke,  but  with  many  others,  and,  we 
may  say,  in  accordance  with  the  opinions  now  prevaihng  in 
Germany."  ^ 

IMPORTANCE  OF  A  RIGHT  CONCLUSION  ON  THIS  QUESTION. 

The  point  raised  by  the  above  criticisms,  although  not  the 
special  subject  of  this  paper,  is  one  of  very  great  importance.  If 
prices  have  fallen  by  reason  of  a  deficiency  in  gold,  there  is  no 
gain  to  mankind  generally,  and  there  is,  as  shown  above,  a  dis- 
turbance in  fixed  contracts  which  simply  takes  from  one  party  and 
gives  to  the  other.  If  prices  have  fallen  by  reason  of  the  greater 
abundance  of  the  articles  sold,  then,  unless  there  has  been  over- 
production, mankind  generally  are  better  off,  and  whether  there  has 

*  Article  by  Dr.  Erwin  Nasse  on  the  Final  Report  of  the  Gold  and  Silver 
Commission.  Jahrbiichern  f.  National  Okonomie  und  Statistik  :  1889.  (Gustav 
Fischer,  Jena)  ;  p.  656.    It  is  printed  as  a  separate  paini)hlet. 
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been  over-production  or  not,  there  is  no  such  disturbance  of  fixed 
contracts.  It  would  therefore  be  a  great  mistake  to  conclude, 
even  assuming  the  quantity  theory  to  be  true,  that  a  fall  in  prices 
is  evidence  of  a  disturbance  of  contracts,  unless  it  can  be  shown 
that  the  fall  is  due  to  a  scarcity  of  gold.  This  is  a  point 
which  deserves  the  attention  of  those  economists  who  propose 
to  obtain  a  more  stable  measure  of  value  by  averaging  all  prices, 
and  altering  the  measure  of  value  from  time  to  time,  so  as  to  keep 
the  average  of  prices  the  same.  If  prices  of  goods  fall,  not  by 
reason  of  any  change  in  the  measure  of  value,  but  by  increased 
abundance  of  the  things  sold,  what  considerations  of  justice 
or  of  convenience  are  there  which  call  for  an  alteration  in  the 
measure  of  value  ?  Such  an  alteration  might  lead  to  strange 
results.  Suppose,  for  instance,  that  the  price  of  labour  remains 
the  same,  but  that  the  price  of  all  articles  consumed  by  workmen 
falls  in  consequence  of  improvements  in  production,  the  effect 
of  lowering  the  measure  of  value  in  accordance  with  the  average 
of  prices  would  be  to  diminish  money  wages,  and  at  the  same 
time,  in  addition,  by  raising  prices,  to  diminish  real  wages. 


BUT  IT  IS  NOT  THE  SUBJECT  OF  THIS  PAPER. 

I  have  adverted  to  this  part  of  the  subject  because  it  is 
scarcely  possible  to  omit  all  notice  of  it  in  any  discussion  on  the 
relation  between  gold  and  the  prices  of  commodities.  What  I 
have  said  is  enough  to  show  how  much  those  have  to  prove  who 
attribute  the  recent  fall  in  prices  to  a  deficiency  in  gold,  even  if 
we  assume  that  prices  depend  on  a  simple  proportion  between 
tne  quantity  of  gold  currency  on  the  one  hand,  and  the  quantity 
of  exchangeable  commodities  on  the  other.  But  it  is  not  my 
object  in  this  paper  to  examine  the  alleged  deficiency  of  gold  on 
the  one  hand  or  the  alleged  abundance  of  commodities  on  the  other, 
and  the  effects  to  be  attributed  to  these  two  causes  respectively. 
The  point  I  wish  to  discuss  is  the  more  abstruse  and  element- 
ary question,  whether  there  is  any  such  quantitative  relation  be- 
tween gold  and  exchangeable  commodities  as  to  entitle  us  to  draw 
certain  conclusions  concerning  a  rise  or  fall  in  prices  from  any 
increase  or  diminution  of  the  quantity  of  gold  on  the  one  hand, 
or  of  the  quantity  of  exchangeable  commodities  on  the  other  :  in 
other  words,  "  What  is  the  connection  between  Gold  and  Prices  ?  " 
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IL— WHAT  THEN  IS  THE  CONNECTION  BETWEEN 
GOLD  AND  PRICES? 

CHANGED  AND  CHANGING  CONDITIONS  OF  BUSINESS. 

This  question  must  not  be  dealt  with  as  if  it  could  be 
answered  once  for  all  by  a  simple,  absolute,  and  conclusive 
formula.  It  is  an  answer  which  depends  upon  the  different 
modes  and  conditions  of  doing  business,  and  which  must  vary 
with  those  modes  and  conditions.  The  proper  form  of  putting 
the  question  is  therefore  :  What,  in  the  present  state  of  business, 
is  the  real  connection  between  gold  and  prices  ?  Or,  to  put  it  in 
another  form  :  What  is  it  that  we  call  Mo7iey  ?  What  is  it  that  we 
pay  with  ?     What  creates  it  ?     What  limits  it .? 

This  is  a  question  of  a  highly  abstruse  and  difficult  character ; 
but  it  is  notwithstanding  impossible  to  form  any  sound  opinion 
concerning  the  causes  of  high  or  low  prices,  much  more  to  come 
to  any  satisfactory  conclusion  concerning  the  proposed  remedies 
for  low  prices,  until  we  have  some  clear  conceptions  on  this 
point.  It  is  the  more  important  that  we  should  make  this 
inquiry,  because  a  great  deal  that  is  written  in  the  books  con- 
cerning gold  and  prices  seems  to  be  founded  on  a  state  of  things 
which  has  passed  away,  and  to  be,  therefore,  inapplicable  to  the 
present  state  of  trade  and  business. 

GOLD  NOT  USED  IN  WHOLESALE  TRADE. 

Anyone  who  thinks  about  the  subject  of  gold  and  prices  must 
be  struck  by  the  curious  fact  that  it  is  in  the  wholesale  dealings 
in  the  principal  articles  of  commerce  that  the  fall  of  prices  is 
shown  to  have  taken  place,  and  that,  at  the  same  time,  in  these 
dealings  little  or  no  gold  is  ever  used ;  whilst,  on  the  other 
hand,  in  the  dealings  in  which  gold  is  used — such  as  small 
retail  dealings  and  wages — no  such  fall  in  prices,  or  no  equal  fall, 
has  been  proved.  Again,  there  are  probably  few  persons  whose 
imaginations  have  not  been  moved  by  the  magnitude  and 
efficiency  of  the  machinery  which  we  call  credit,  by  means  of 
which  the  ])usiness  of  the  civilised  world  is  carried  on,  with  the 
aid  of  no  medium  of  exchange  beyond  what  can  be  written  on  a 
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sheet  of  paper,  or  dispatched  by  a  telegraph  wire.  These  obvious 
facts  suggest  the  consideration  that  the  relation  of  quantity 
between  gold  and  articles  sold  is  only  a  small  part  of  the  question, 
and  that  it  is  impossible  to  understand  the  question  of  price 
without  understanding  what  is  the  part  which  credit  plays  in  the 
matter. 

STOCKS  OF  GOLD  IN  DIFFERENT  COUNTRIES  DO  NOT  VARY  WITH 


Similar  thoughts  are  suggested  by  the  consideration  of  the 
proportions  in  which  the  stocks  of  gold  and  silver  are  distributed 
among  the  different  nations.     If  the  demand  for  the  precious 
metals  bore  any  proportion  to  wealth  and  trade,  we  should  expect 
that  the  wealthiest  and  most  commercial  nations  would  have  the 
most  of  it.    But  this  is  not  the  case, 

The  following  is  Dr.  Soetbeer's  estimate  of  the  monetary 
supply  of  gold  and  silver  in  the  countries  which  have  the  greatest 
wealth  and  the  largest  share  of  trade  at  the  end  of  1885  : — 
Great  Britain       ...        ...        ...        ...       2,625  millions  of  marks 

France,  Italy,  Belgium,  and  Switzerland        7? 395      ,,  jj 
Germany  ...        ...        ...        ...        ...        2,636      ,,  ,, 

United  States    3,756      ,,  ,, 

These  figures  bear  no  proportion  to  the  wealth  and  trade  of  the 
respective  countries ;  and  the  disproportion  would  be  still  greater 
if,  as  has  often  been  proposed,  notes  were  substituted  for  all 
or  for  a  part  of  the  sovereigns  actually  passing  from  hand  to  hand 
in  small  payments  in  England. 

The  following  is  quoted  by  Dr.  Neuman  Spallart  as  an  esti- 
mate of  the  supply  of  gold  and  of  other  money  in  different  nations 
in  proportion  to  population  : — f 


THEIR  TRADE. 


Countries. 


Gold  per  head. 


Goldj  silver,  and  un- 
covered notes  per  head. 


Belgium  ... 
United  States 
Egypt 

United  Kingdom 
Germany  ... 


France 
Australia  . . . 
Holland  ... 


^  s.  d. 
4  13  o 
670 
I  6  o 
117  o 
250 
3160 
300 
200 


I  s.  d. 
980 
6  15  o 

5  19  o 
5  14  o 
4  10  o 
460 
3  19  o 
3  12  o 


*  Soetbeer's  Materialien,  i885,  p.  77. 
X  Uebersichten  der  Weltwirtheshaft,  1877,  p.  455. 
B 
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The  United  Kingdom  comes  low  in  this  Hst,  notwithstanding 
its  immense  wealth  and  trade.  It  would,  of  course,  come  much 
lower  if  we  were  to  take  the  proportion  between  the  quantity  of 
gold  or  money  in  use  in  each  country,  and  the  wealth  or  trade  of 
each  country."^ 

If,  in  addition,  we  were  able  to  get  any  trustworthy  returns 
for  India  and  the  East,  which  have  for  centuries  been  absorbents 
of  the  precious  metals,  we  should  no  doubt  find  that  the  .stocks 
of  gold  and  silver  there  were  out  of  all  proportion  greater,  when 
compared  with  the  amount  of  their  wealth  and  trade,  than  the 
stocks  in  more  advanced  countries. 

NO  FIXED  PROPORTION  BETWEEN  GOLD  AND  TRADE. 

There  are,  therefore,  insuperable  reasons  for  disbelieving  any 
direct  proportion  or  relation  between  the  quantity  of  gold  needed 
as  a  circulating  medium  to  carry  on  trade  and  the  quantity  of 
trade ;  and  we  shall  be  in  danger  of  being  misled  if  we  in- 
cautiously admit  the  assumption  that  any  such  relation  exists. 


III.— MR.    MACLEOD'S    THEORY   OF    CREDIT  AND 
CURRENCY. 

MR.    MACLEOD'S    MEMORANDUM    AND    EVIDENCE,    AND    HIS  BOOK 
ON  THE  THEORY  AND  PRACTICE  OF  BANKING. 

On  this  point  it  seems  that  Mr.  Macleod's  evidence  and  his 
writings  on  the  subject  of  credit  furnish  us  with  very  valuable 
suggestions.  Not  that  there  is  anything  new  in  attaching  im- 
portance to  credit — every  modern  author  does  that — but  he  has 
described  its  nature  and  explained  its  functions  more  exactly  and 
completely  than  any  other  writer  whom  I  know. 

His  books  contain  much  learning,  elaborate  argument,  and 
controversy,  which,  however  interesting  to  the  student,  are  an 
embarrassment  to  busy  men.  But  they  contain  a  valuable  dis- 
cussion of  the  legal  and  economical  character  of  credit  and  of  its 
relations  to  currency ;  an  interesting  history  of  the  development 

*  I  have  not  attempted  to  bring  these  or  other  figures  down  to  date,  because 
my  argument  docs  not  depend  on  the  figures  of  any  particular  year. 


OR,   GOLD,   CREDIT,   AND  PRICES. 


of  modern  banking;  and  an  instructive  analysis  of  the  present 
practice  of  banking,  and  of  the  present  use  of  credit.  * 

MR.   MACLEOD'S  THEORY. 

The  following  is  an  attempt  to  state  concisely  and  clearly  in 
common  language  such  of  his  views  and  conclusions  as  bear  upon 
the  connexion  between  gold  and  prices. 

DEBT  OR  CREDIT  IS  AN  EXCHANGEABLE  QUANTITY. 

Wealth  consists  of  things  which  have  value.  The  value  of  a 
thing  is  what  you  can  get  for  it ;  in  other  words,  value  depends 
on  exchangeabihty.  Anything  which  can  be  exchanged  for  other 
things  has  value,  depending  on  the  quantity  of  other  things  it  will 
exchange  for. 

A  debt  or  credit  (for  they  are  the  same  thing  viewed  from 
opposite  sides) — in  other  words,  an  obligation  to  pay  money  or  a 
right  to  receive  money — is  an  exchangeable  quantity  and  has 
value,  and  it  is  property. 

This  exchangeable  quantity  or  property  is  an  actual  addition 
to  the  quantity  of  exchangeable  things  previously  existing.  It  can 
be  transferred,  as  noticed  below,  and  exchanged  for  other  things. 
It  is  not  accurately  represented  as  a  plus  quantity  on  the  one  side 
and  a  minus  quantity  on  the  other,  which  annihilate  one  another 
and  leave  things  as  they  were.  The  creation  of  a  debt  or  credit 
leaves  one  party,  viz.  the  debtor,  in  the  possession  of  money  or 
credit  previously  belonging  to  the  other  party,  which  he  can  use 
and  transfer.  It  leaves  the  other  party,  viz.  the  creditor,  in 
possession  of  a  right  which,  so  long  as  it  lasts,  he  can  also  sell 
and  transfer.  The  extent  to  which  these  rights  are  transferred 
and  exchanged  will  differ  in  different  cases,  but  to  whatever  extent 
they  are  used  for  the  purpose  of  exchange,  they  are  additions  to 
the  circulating  medium. 

IT   IS   A  PERSONAL   RIGHT  OF  ACTION,   NOT  A  LOAN   OR  PLEDGE 
OR  DOCUMENT  OF  TITLE. 

Mr.  Macleod  then  points  out  that  debt  or  credit,  being  a 

*  Mr.  Macleod  has  just  published  the  first  volume  of  a  new  work  entitled 
"The  Theory  of  Credit"  (Longmans,  1889).  It  is,  in  effect,  a  full,  learned, 
and  interesting  exposition  of  views  which  he  has  already  published,  and  which  I 
have  referred  to  in  the  text. 
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personal  right  of  action  for  a  certain  sum  of  money,  is  to  be 
distinguished  from  a  loan  of  a  specific  thing  which  is  to  be 
returned  in  statu  quo,  and  from  a  trust  or  deposit,  or  pledge  of 
some  thing  or  sum  of  money  which  is  to  be  used  for  a  specific 
purpose ;  and  that  it  is  also  to  be  distinguished  from  documents 
which  are  only  titles  to  specific  property,  such  as  bills  of  lading  or 
dock  warrants.  These  last  create  no  right  of  action  for  a  sum  of 
money  ;  they  represent  certain  specific  goods. 

In  the  case  of  an  ordinary  debt  or  credit,  such  as  that  of  a 
banker  to  his  customer,  or  of  the  acceptor  to  the  discounter  of  a 
bill,  the  money  paid  or  the  credit  transferred  by  the  customer  to 
the  banker,  or  by  the  discounter  to  the  acceptor,  is  actually  sold 
to  the  banker  in  the  one  case,  and  to  the  holder  of  the  bill  in  the 
other,  to  be  used  by  him  as  he  pleases  ;  and  the  customer  or 
discounter  has  bought  with  it  a  right  of  action  against  the  banker 
or  acceptor,  which  he  can  either  keep  and  put  in  force,  or  sell  to 
a  third  party. 

IT  IS  TRANSFERABLE  AT  LAW. 

The  rights  of  action  thus  created  are  transferable  at  law.  In 
this  country,  after  much  controversy  in  the  Courts  of  Law  and 
some  legislation,  it  appears  to  be  settled  that  a  right  of  action 
for  a  sum  of  money  conveyed  by  a  promise  to  pay,  whether  in  the 
form  of  a  bill  of  exchange  or  promissory  note,  or  bank  credit,  or 
cheque  or  other  instrument,  can  be  transferred  to  a  third  party  by 
the  person  to  whom  the  promise  is  made,  and  that  such  third 
party  can  sue  the  promiser  in  his  own  name.  In  other  words,  a 
debt  or  credit  is  a  thing  transferable  at  law. 

Different  forms  of  debt  or  credit  have  different  degrees  of 
transferability,  both  at  law  and  in  practice. 

MONEY  IS  A  FORM  OF  DEBT  OR  CREDIT. 

The  most  completely  transferable  thing  is  money.  It  is  in 
effect  an  acknowledgment  of  a  debt  from  the  community  to  the 
holder  of  the  money,  which  he  has  acquired  by  previous  sales  or 
services,  and  which  he  can  exchange  at  all  times  and  places, 
against  all  kinds  of  goods  and  services.  It  is  also  the  one  thing 
by  payment  of  which  all  other  debts  can  be  discharged — in  other 
words  "legal  tender." 
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IT  PASSES  BY  DELIVERY  AND  IS  THEREFORE  CURRENT. 

The  ownership  passes  by  deHvery,  and  no  one  to  whom  money 
is  deUvered  needs  to  inquire  whether  the  person  delivering  it  to 
him  had  a  good  title  to  it  or  not.  It  is  this  last  quality  which 
constitutes  it  par  excelle7ice  "  currency"  or  "circulating  medium." 

so  DO  OTHER  FORMS  OF  DEBT  OR  CREDIT. 

But  there  are  other  forms  of  "  transferable  debt "  which  have 
also  this  quality,  e.g.  bank-notes,  bills  of  exchange,  promissory 
notes  and  cheques,  postage  stamps  and  postal  orders,  and  they 
consequently  operate  as  "  circulating  medium  "  or  "  currency." 
They  pass  from  hand  to  hand  as  "  media "  by  which  sales  and 
transfers  are  effected. 

BANK   CREDITS,  ETC.,  THOUGH   NOT   CAPABLE  OF   DELIVERY,  ARE 
TRANSFERABLE  AND  CURRENT. 

There  are  other  forms  of  "transferable  debt"  or  "credit"  by 
which  exchanges  are  effected,  but  which  are  not  capable  of  trans- 
fer by  delivery,  not  being  recorded  on  separate  pieces  of  paper  or 
other  instruments.  Such  are  the  enormous  mass  of  bank  deposits, 
book  debts,  and  verbal  debts.  But  though  not  capable  of  delivery 
from  hand  to  hand,  like  notes  or  bills,  they  are  exchangeable 
quantities,  and  are  used  to  an  enormous  and  ever-increasing  extent 
in  effecting  sales  and  exchanges. 

ALL  PURCHASES  INVOLVE  THE  TRANSFER  OF  A  DEBT  OR  CREDIT. 

All  purchases  and  sales  of  goods  or  services  are  made  either 
for  credit  (or  debt,  which  is  the  same  thing)  or  for  money.  In 
the  cases  where  they  are  made  for  money,  it  may  be  either  for 
bank-notes  or  for  gold.  If  for  bank-notes,  the  notes  are  themselves 
a  form  of  credit  or  debt.  If  for  gold,  gold  may  be  looked  upon 
as  a  credit  or  debt  due  to  the  holder  from  the  community,  as  an 
order  for  goods  or  services  which  he  can  always  exchange  any- 
where. Every  purchase  or  sale,  therefore,  involves  the  transfer  of 
a  credit  or  debt.  It  is  the  credit  or  debt  so  transferred  which  is 
circulation  or  currency,  and  the  demand  for  circulation  or  currency 
depends  on  the  amount  of  credit  or  debt  required  for  effecting 
sales  and  purchases.  Of  the  different  forms  of  debt  or  credit, 
gold  takes  care  of  itself  by  reason  of  the  difficulty  in  procuring  it. 
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and  it  is  the  measure  and  the  basis  of  all  other  credit.  Other 
forms  of  credit  are  secured  by  their  convertibility  into  gold  ;  in  the 
case  of  bills,  book  debts  and  banking  debts,  and  other  debts, 
under  the  fear  of  insolvency  and  the  effect  of  the  law  of  debtor 
and  creditor ;  in  the  case  of  bank-notes,  if  convertible,  by  precisely 
similar  means,  and,  in  addition,  by  a  variety  of  precautions  differ- 
ing in  different  countries.  So  long  as  notes  are  strictly  and 
actually  convertible  into  gold  on  demand  there  is  no  fear  of  their 
depreciation  either  from  want  of  security  or  from  excess,*  because 
being  ordinary  debts  payable  on  demand,  any  difference  between 
their  nominal  and  real  value  will  at  once  be  followed  by  conver- 
sion. But,  if  they  are  not  so  convertible,  no  amount  of  security 
can  keep  them  at  their  nominal  value,  because,  not  being  debts 
payable  on  demand,  they  may  be  issued  in  excess  of  the  quantity 
of  debt  or  credit  needed  to  carry  on  current  sales  and  purchases, 
and,  when  thus  issued  in  excess  of  the  demand  for  currency,  will 
necessarily  lose  their  value  and  become  depreciated. 

ALL  THIS  CREDIT  IS  CIRCULATING  MEDIUM,  AND  AFFECTS  PRICES. 

All  this  mass  of  credit  in  all  its  forms  is  "  circulating  medium," 
or  "  currency,"  and  affects  prices  just  as  money  does. f  "Hence 
the  creation  and  use  of  credit  in  modern  times  produces  the  same 
effects  and  acts  upon  prices  in  exactly  the  same  way  as  an  equal 
quantity  of  gold ; "  and  "  it  is  the  excessive  creation  of  credit  which 
produces  more  changes  in  the  prices  of  commodities  at  the  present 
time  than  any  other  cause  whatever." 

I  have  quoted  these  last  sentences  verbatim  because,  if  they 
are  true — of  which  there  appears  to  me  to  be  no  doubt — they  show 
how  extremely  superficial  is  the  view  that  prices  depend  in  any 
direct  or  simple  way  on  the  supply  of  gold  or  silver,  either  in  any 
one  country  or  in  the  world. 

ROUGH  ESTIMATES  OF  AMOUNT  OF  CREDIT. 

Mr.  Maclcod  estimates  |.  the  quantity  of  metallic  money  used 
in  commerce  in  this  country  at  about  2  per  cent,  of  the  whole  of 

*■  Mr.  Macleod  is  a  strong  opponent  of  the  Act  of  1844. 

f  Macleod's  "  Theory  and  Practice  of  Banking,''  4th  ed.,  vol.  i.,  pp.  51 — 54. 
See  also  vol.  ii.,  chap,  xv, 

X  Vol.  i.,  p.  34.  A])p.  t  "  Second  Report  of  Gold  and  Silver  Commission,'' 
No.  iii.,  p.  245. 
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the  circulating  medium.  In  other  words,  of  the  whole  number 
of  exchanges  effected  in  commerce,  98  per  cent,  are  effected  by 
credit,  and  only  about  2  per  cent,  by  metallic  coin.  This  must 
be  a  very  rough  estimate,  and  the  proportions  must  differ  greatly 
at  different  times  and  in  different  places.  As  regards  this  point 
he  also  states*  that  in  1886  the  Scotch  banks  on  a  cash  reserve 
of  ;2^4,ooo,ooo  maintained  liabilities  to  the  amount  of  ^90,000,000, 
or  more  than  22  to  i  ;  and  he  quotes  a  statement  that  the  lia- 
bilities in  banking  credits  or  deposits  of  the  London  banks  alone, 
which  are  just  as  much  issues  of  credit  as  bank-notes,  amount  to 
^525,000,000.  Other  estimates  are  still  larger.  The  total  bank 
deposits  of  the  United  Kingdom  were  estimated  by  Mr.  Palgrave 
in  187 1  at  ;2^553,ooo,ooo  ;  by  Mr.  Dun  in  1874  at  ^^676,000,000  ; 
and  by  Mr.  Dick  in  1884  at  ;^7 60,000,000. f 

I  may  further  notice,  as  illustrations  of  the  magnitude  of  the 
proportion  which  other  forms  of  credit  bear  to  bank-notes  and 
cash,  that  in  an  interesting  paper  by  C.  F.  Dunbar  in  the  July 
number  of  the  "Boston  Quarterly  Journal  of  Economics,"  1887, 
in  which  the  author  maintains  the  position  that  bank  deposits 
are  currency,  he  estimates  (p.  408)  the  note  issue  of  the  United 
States  in  1886  as  $240,000,000,  and  the  deposits  in  the  banks  as 
$2,000,000,000,  or  more  than  eight  times  the  amount. 

Mr.  Macleod  distinguishes  between  commercial  credit,  con- 
sisting of  bills,  and  banking  credit,  consisting  of  notes  and  deposits, 
but  he  gives  no  figures  concerning  commercial  bills.  It  seems 
probable  that  bills  are  diminishing  in  consequence  of  the  shorter 
time  for  which  cargoes  are  on  the  way,  and  of  payments  by  tele- 
graph. If  so,  it  is  a  good  illustration  of  the  way  in  which  credit 
as  a  circulating  medium  adapts  itself  to  demand. 

FURTHER  ARGUMENTS  THAT  BILLS,   ETC.,  ARE  CURRENCY  AS 
MUCH  AS  BANK-NOTES. 

The  above  epitome  is  taken  from  Mr.  Macleod's  first  volume, 
of  his  "Theory  and  Practice  of  Banking."  In  chapters  xiv., 
XV.,  and  xvi.  of  his  second  volume  he  returns  to  this  subject. 
Without  indorsing  all  his  views,  arguments,  or  criticisms,  I 
think  no  reasonable  person  can  doubt  that  he  is  conclusively 

*  App.  to  "  Second  Report  of  Gold  and  Silver  Commission,"  No.  iii.,  p.  247. 
t  See  Jozirnal  of  the  Institute  of  Bankers  of  June  1884,  p.  339. 
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right  in  arguing,  contrary  to  the  opinion  of  Lord  Overstone 
and  others,  that  the  larger  number,  if  not  all,  of  these  forms 
of  debt  or  credit  are,  to  all  intents  and  purposes,  "  currency." 
He  proves,  at  all  events,  that  these  forms  of  debt  or  credit  operate 
in  precisely  the  same  way  as  gold  and  bank-notes  as  media  for 
effecting  sales  and  exchanges,  and  for  closing  business  trans- 
actions, and  that  they  must,  therefore,  so  far  as  a  demand  for 
"  circulating  medium  "  is  concerned,  have  a  similar  effect  on  prices. 
Each  particular  instrument  or  form  of  credit  may  have  a  smaller 
degree  of  exchangeability,  and  consequently  be  a  less  efficient 
form  of  currency  than  the  same  sum  in  the  form  of  sovereigns 
or  of  a  note.  But  the  amount  of  these  forais  of  "  currency  "  is 
incomparably  larger  than  the  amount  of  gold  or  notes,  and  the 
number  of  exchanges  effected  by  their  means  is  also  out  of  all 
proportion  greater. 

ACT  OF  1844. 

It  is  probably  to  the  ignoring  of  this  fact  that  the  partial 
failure  of  the  Act  of  1844  is  due.  That  Act  is  claimed  as  a 
success  on  other  grounds,  but  in  one  respect  it  certainly  failed  to 
fulfil  the  expectations  of  its  promoters.  They  thought  that  a 
limitation  of  the  particular  form  of  credit  known  as  bank-notes 
would  automatically  restrict  the  currency  of  the  country,  lower 
prices,  correct  the  foreign  exchanges,  and  keep  gold  in  the 
country. 

On  the  first  occasion  on  which  it  was  tested — in  1847 — it  did 
none  of  these  things ;  and  it  was  only  after  that  time  that  the 
bank  directors  and  the  commercial  community  became  satisfied 
that  the  true  way  of  effecting  these  objects  was  to  raise  the  rate  of 
discount  or  interest.  The  statutory  restriction  on  the  notes 
operated  only  on  the  notes  in  the  reserves  of  the  bank.  But 
raising  the  rate  of  discount  restricts  debts  and  credits  generally ; 
it  raises  the  value  of  money  or  currency  in  all  its  forms,  including 
gold  ;  it  makes  borrowing  more  difficult  and  expensive  for  traders. 
It  thus  diminishes  the  circulating  medium,  attracts  gold,  and,  by 
increasing  the  cost  of  production  and  forcing  sales,  tends  to  lower 
prices.  This  is  a  point  on  which  Mr.  Macleod  lays  great  stress — 
and,  as  it  seems  to  me,  with  justice — as  confirming  his  theory  that 

*  See  sees.  14 — 18  of  chap.  xv. ,  pp.  324 — 333  of  vol.  ii. 
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transferable  debt  or  credit  is  one  and  the  largest  form  of  currency, 
or  circulating  medium.* 

MR.  MACLEOD  A  STRONG  BULLIONIST. 

It  is  needless  to  say  that  Mr.  Macleod  is  a  strong  bullionist :  f 
that  he  regards  the  convertibility  of  the  bank-note  as  a  sine  qua 
non ;  and  that  he  also  regards  caution  in  lending  with  a  careful 
regard  to  the  rate  of  interest,  solvency  in  debtors,  and  punctual 
discharge  of  debts,  as  the  essentials  of  a  sound  currency  as  well 
as  of  sound  trade. 

HIS  DEFINITION  OF  CURRENCY. 

Mr.  Macleod  sums  up  his  account  of  the  matter  by  saying 
that  "  currency  is  the  "  representative  of  transferable  debt j  "  so 
that  "  whatever  represents  transferable  debt  is  currency.''^  % 


IV.— REMARKS  ON  MR.  MACLEOD'S  THEORY. 

QUESTION  CONCERNING    THIS   THEORY  :    WHETHER    IT    DOES  NOT 
CREATE  SOMETHING  OUT  OF  NOTHING. 

The  first  and  most  obvious  question  which  arises  upon  this 
definition,  and  indeed  upon  his  whole  argument,  is  "whether  in  at- 
tributing to  debt  and  credit  substantial  existence  as  exchangeable 

*  It  would  be  gratuitous  cruelty  to  attempt  to  inflict  on  my  readers  a  revival  of 
the  controversies  over  the  Act  of  1844  ;  controversies  which  have  slumbered,  rather 
from  the  exhaustion  of  the  combatants  than  from  the  acknowfledged  defeat  of 
either  party.  But  should  those  controversies  be  re-awakened,  may  not  a  possible 
solution  be  found  in  the  views  advocated  by  Mr,  Macleod?  May  it  not  be  conceded 
to  the  advocates  of  the  Act  that  convertible  bank-notes  can,  like  other  forms  of 
credit,  be  created  in  excess  of  real  requirements,  and  that,  when  so  created,  they 
may,  like  other  forms  of  unsound  credit,  react  on  trade  and  on  prices  ?  And  may 
it  not  also  be  conceded  that  their  unsoundness.,  i.e.  their  non-convertibihty,  is 
attended  with  peculiar  inconvenience  and  injustice  to  holders  who  are  unable  to 
protect  themselves  ? 

May  it  not  be  admitted,  on  the  other  hand,  that  the  opponents  of  the  Act  have 
proved  that  convertible  bank-notes  do  not  differ  in  principle  from  bank  deposits 
and  cheques  ;  that  both  are  forms  of  credit ;  that  both  alike  are  created,  exist,  and 
are  extinguished  according  to  the  demand  for  them  ;  and  that  other  forms  of  credit 
are  acted  on  by  trade  and  prices,  and  re-act  on  trade  and  prices,  in  the  same 
manner,  if  not  in  the  same  degree,  as  bank-notes? 

f  "Theory  and  Practice  of  Banking,"  vol.  ii.,  p.  275, 

X  "  Theory  and  Practice  of  Banking,''  vol.  ii.,  p.  333. 


26 


WHAT  DO  WE  PAY  WITH  ? 


quantities,  and  as  a  circulating  medium,  we  are  not  creating 
something  out  of  nothing?  How  can  a  loan  of  ^loo  from  A  to 
B  produce  more  than  ^loo?  Must  not  what  is  added  on  one 
side  be  subtracted  on  the  other  ?  Must  not  A  lose  by  the  loan 
what  B  gains  ? 

ANSWER  TO  THIS  QUESTION. 

The  answer  to  this  is  as  follows  : — 

Something  is  not,  in  fact,  created  out  of  nothing  by  the 
creation  of  a  debt  or  credit ;  but  a  right  to  something,  which  may 
be  absent,  or  distant,  or  future,  or  even  contingent,  is  converted 
thereby  into  a  present  medium  of  exchange. 

The  debt  or  credit  is  either  the  consideration  for  goods  already 
sold,  or  services  already  rendered,  or  it  is  an  anticipation  of 
the  proceeds  of  future  sales  or  future  services.  If  I  receive 
bank-notes  or  gold  or  a  cheque  for  goods  which  I  sell,  or  for 
services  which  I  have  rendered,  and  pay  it  into  my  banker's, 
the  credit  he  gives  me,  or  the  debt  he  owes  me,  represents  the 
return  I  get  for  what  I  have  already  sold  or  done.  It  is  that 
return  turned  into  a  convertible  shape,  into  a  promise  of  the 
banker's  to  pay  and  a  right  on  my  part  to  receive  :  in  legal 
phraseology,  into  a  right  of  action  against  the  banker. 

So  with  respect  to  credit  or  debt  in  respect  of  future  or 
distant  goods  or  services.  What  it  does,  if  the  credit  is  sound,  is 
to  anticipate  the  future  ;  to  make  the  distant  present ;  and  to  give 
what  already  exists  in  a  potential  and  inconvertible  form  the 
quality  of  immediate  exchangeability  and  convertibility. 

When  a  Scotch  banker  gives  a  young  man  credit,  what  he 
does  is  to  give  him  cash  and  capital  for  commencing  business  in 
return  for  a  promise  to  pay,  which  the  banker  trusts  because  he 
has  confidence  in  the  future  returns  to  be  realised  by  the  young 
man's  capacity,  industry,  and  character ;  and  these  are  thus,  as  it 
were,  discounted,  and  turned  into  something  which  their  owner 
can  put  to  present  use.  The  Scotch  Bank  probably  gives  this  in 
the  form  of  its  own  notes,  and  these  remain  in  circulation  until 
they  return  to  the  bank  in  discharge  of  the  debt. 

When  a  merchant  who  is  exporting  or  importing  goods,  or 
when  a  manufacturer  who  is  selling  to  a  dealer,  gets  a  banker  to 
discount  his  bill,  the  goods  are  in  existence  ;  the  market  also 
exists ;  and  the  expectation  of  a  sale  at  a  profit  may  be  assumed 
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to  be  a  reasonable  expectation.  But  none  of  these  things  are 
immediately  convertible  into  cash  or  useable  capital  until  the 
discount  of  the  bill  gives  the  merchant  the  power  of  drawing 
cheques  on  his  banker.  He  thereupon  has  the  money  or  the 
immediate  power  of  getting  it,  and  the  banker  has  the  bill,  which 
he  can  keep  until  it  is  paid,  or,  in  case  of  necessity,  can  sell  or 
exchange.  The  cheques  on  the  one  hand,  and  the  bill,  if  it  is 
sold  or  re-discounted,  on  the  other,  become  additions  to  the  cir- 
culating medium,  until  the  credit  is  exhausted  and  the  bill  is  paid. 

In  neither  of  these  cases,  it  is  true,  has  the  creditor  any 
specific  lien.  He  has  only  a  personal  right  of  action;  but  the 
value  of  that  right  and  the  soundness  of  the  credit  depend  on 
the  truth  of  the  debtor's  anticipations  of  future  realisation  and 
profit. 

The  answer  to  the  question,  whether  credit,  according  to  Mr. 
Macleod's  theory,  creates  something  out  of  nothing,  is  not  com- 
plete without  a  further  observation.  The  creation  of  a  credit,  or 
a  debt,  or  a  right  of  action,  is  of  course  not  the  creation  of  a 
sensible  or  visible  object  of  human  desire.  It  is  not  the  creation 
of  "  Food,  Clothes,  or  Fire."  But  it  is  a  means  by  which  the 
creation  of  sensible  objects  of  desire  is  immensely  facilitated  and 
extended.  Just  as  speech,  or  writing,  or  arithmetic,  or  the 
telegraph,  or  good  laws  and  government,  facilitate  and  extend 
the  creation,  transfer,  and  consumption  of  the  physical  objects 
which  men  use  and  enjoy,  so  does  a  system  of  credit,  in  a  very 
eminent  degree,  facilitate  and  extend  these  processes.  Men 
cannot  feed  or  clothe  or  warm  themselves  with  promises  to  pay  or 
rights  of  action  any  more  than  they  can  do  so  with  gold  sovereigns  ; 
but  without  rights  of  action  and  promises  to  pay  they  would  be  in- 
finitely less  able  to  feed  or  clothe  or  warm  themselves  than  they 
now  are. 

CONSEQUENT  DEFINITION  OF  CREDIT  AND  ITS  LIMITATION. 

Mr.  Macleod  defines  credit  to  be  a  "  right  of  action  against 
a  person  to  pay  or  do  something." 

To  this  it  might  be  added  that  the  value  of  the  right  depends 
on  a  reasonable  confidence  that  the  person  in  question  will  be  able 
to  pay  or  to  do  that  something.  This  consideration  gives  the 
proper  limit  of  sound  credit,  and  shows  the  danger  of  unsound 
credit. 
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Under  these  circumstances  it  deserves  consideration  whether 
any  theory  or  definition  which  represents  currency  as  transferable 
debt  ought  not  to  be  in  some  way  hmited,  so  as  to  show  that  in 
order  to  be  sound  currency  the  transferable  debt  must  be  ulti- 
mately based  on  some  goods  or  services  which  are  actually  or 
potentially  in  existence,  and  which,  though  not  immediately 
realisable  or  exchangeable,  will,  according  to  all  sound  expecta- 
tions, in  due  time  become  realisable  and  convertible.  Viewed  in 
this  light  the  credit  given  for  the  expectation  of  future  profit 
is  analogous  to  the  price  of  land,  which  is  the  present  value  of 
future  expected  returns.  Consequently,  whilst  not  denying  the 
substantial  truth  of  Mr.  Macleod's  definition,  I  doubt  if  it 
expresses  thoroughly  and  completely  the  whole  state  of  the  case 
without  some  such  further  quaHfication  as  above  suggested. 

THE  SYSTEM  OF  EXCHANGE  BY  CREDIT  IS  ONE  OF  BARTER,  BUT 
WITH  PERSONAL  RIGHTS  AND  DUTIES  INTERPOSED  AS  THE 
MEDIA  OF  EXCHANGE. 

The  words  "  Debt  and  Credit "  are  apt  to  convey  the  impres- 
sion of  an  uncertain  draft  upon  an  unknown  future ;  and  this 
impression  is  intensified  by  the  form  in  which  they  exist — viz. 
that  of  obligations  to  pay  in  gold,  which  it  is  quite  certain  will  not 
and  cannot  be  realised.  Thus  the  system  acquires  in  the  eyes  of 
many  persons  a  precarious  and  dangerous  character  which,  when 
analysed,  it  does  not  really  deserve.  The  present  system  of  trade 
is  often  looked  on  as  a  sort  of  inverted  pyramid ;  as  an  immense 
fabric  of  promises,  more  or  less  trustworthy,  resting  on  a  narrow 
and  precarious  base  of  gold,  and  ready  on  a  very  shght  push  to 
topple  over  and  crush  those  who  trust  in  it.  This  feeling  of  mis- 
trust may  appear  to  be  aggravated  by  a  theory  which  states  that  the 
currency  or  circulating  medium  in  which  we  are  all  dealing  every 
day  is  not  bullion,  or  even  the  credit  of  the  nation,  but  the 
promises  to  pay  of  all  the  persons  engaged  in  business.  But  any 
such  mistrust  is  met  by  the  additional  explanation  given  above,  that 
these  obligations  are  not  mere  verbal  promises  to  pay  given  without 
any  solid  foundation  of  fact,  but  are  promises  to  pay  founded  on 
the  fact  that  the  person  promising  has  already  something  in  the 
shape  of  the  return  for  goods  already  sold,  or  services  already 
rendered;  or  in  the  shape  of  a  distant  cargo;  or  of  profitable 
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land ;  or  of  a  factory ;  or  of  a  share  in  a  freight-earning  raihvay  ; 
or,  it  may  be,  in  the  shape  of  personal  character,  industry,  and 
ability ;  something  in  the  nature  of  goods  or  services,  distant  or 
future,  it  may  be,  which  are  by  this  system  of  credit  turned  into  a 
form  which  is  capable  of  immediate  use  as  currency  or  circu- 
lating medium.  These  promises,  though  legally  personal  liabili- 
ties, and  essentially  based  on  personal  confidence,  are  not  mere 
words  or  letters ;  they  are  conversions  of  the  distant  and  the 
future  into  the  present,  just  as  the  present  price  of  an  estate  is 
the  conversion  into  a  present  sum  of  its  future  returns.  The  cur- 
rency thus  created  becomes  an  order  for  other  goods  or  services, 
and  thus  goods  or  services,  past,  distant,  or  future,  are  realised 
and  exchanged  against  other  goods  and  services.  The  system  is 
in  effect  one  of  barter,  but  barter  of  a  very  refined  description. 
In  the  original  and  simplest  form  of  barter,  goods  or  services  were 
exchanged  directly  against  one  another ;  a  horse  against  so  many 
sheep  ;  a  day's  labour  against  a  day's  food  ;  and  so  on.  In  the 
next  stage  the  exchange  was  effected  by  the  intervention  and 
actual  use  of  metallic  money,  which  was  then  both  the  measure  of 
value  and  the  actual  medium  by  the  use  of  which  the  exchange  was 
effected.  In  the  third  stage,  to  which  the  most  advanced  nations 
have  now  come,  the  barter  is  effected  not  by  the  use  and  inter- 
vention of  money,  but  by  the  use  and  intervention  of  personal 
promises,  which  are  made  in  terms  of  money,  and  the  value  of 
which  is  therefore  measured  by  money.  Cargoes  in  China  are 
exchanged  against  cargoes  in  England,  and  the  bills  of  exchange 
which  pay  for  them  both  do  but  disguise  the  fact  that  trade  is 
exchange  of  goods  and  services  for  one  another.  By  these  bills 
and  other  instruments  of  credit,  the  actual  use  of  money,  which, 
was  formerly  the  medium  of  exchange,  is  dispensed  with,  and  we 
are  returning  in  the  advanced  state  of  commerce  to  a  state  of 
barter  in  which  money  is  merely  the  measure  and  language,  not 
the  actual  medium,  of  exchange,  and  in  which  personal  rights  and 
duties  take  the  place  of  cash. 

THESE  OBLIGATIONS  TO  PAY  MONEY  ARE  NOT  PERFORMED  IN 
SPECIE,  BUT  ARE  CLEARED:  ix.  "  SET  OFF"  AGAINST  ONE 
ANOTHER. 

The  currency  thus  created  takes  the  form  of  promises  to  pay 
in  gold.    But  these  promises  are  seldom,  if  ever,  specifically 
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performed.  They  are  set  off  against  one  another,  through  the 
operation  of  banks  and  clearing-houses ;  credit  or  debt  is  thus 
created,  circulates,  and  returns  into  itself  to  be  extinguished  ;  and 
the  whole  transactions  are  commenced,  carried  on,  and  closed 
without  the  intervention  of  a  sovereign  or  a  bank-note.  Some 
figures  suggestive  of  the  extent  to  which  this  species  of  circulation 
has  been  carried  are  given  above  and  below.*  No  complete 
statistics  of  clearing  exist ;  but  it  may  be  stated  with  confidence 
that  this  form  of  closing  transactions  is  the  rule  in  modern 
business,  and  that  payment  in  specie  is  the  very  small  exception. 

CREDIT     REDUCED     BY     RAILWAY,     STEAMSHIP,     AND  TELE- 
GRAPH. 

It  is  commonly  stated  that  one  effect  of  the  steamship,  the 
railway,  and  the  telegraph  has  been  to  reduce  the  period  and 
restrict  the  amount  of  credit,  or,  as  it  is  said,  to  diminish  the 
supply  of  bills;  in  other  words,  to  substitute  cheques  and 
telegraphic  transfers,  which  operate  at  once,  for  bills  at  three  or 
six  months.  If  so,  it  is  a  good  illustration  of  the  views  above 
advanced.  If  credit  consists  in  turning  the  distant  and  the 
future  into  the  present,  we  should  expect,  when  distances  and 
time  are  physically  annihilated  or  reduced  by  the  telegraph 
or  steam,  that  the  credit  which  has  hitherto  been  used  to  obviate 
the  difficulties  of  distance  and  time  would  no  longer  be  needed ; 
and  this  is  precisely  what  has  happened.  Existing  capital  has 
lost  an  investment;  a  certain  quantity  of  credit  has  ceased  to 
exist ;  no  interest  is  needed  to  pay  for  it,  and  the  price  of  goods 
is  reduced  not  only  by  the  reduction  in  the  cost  of  transport 
but  by  the  interest  on  capital  heretofore  used  in  paying  for 
them. 

DEBT  IS  CURRENCY  ONLY  TO  THE   EXTENT  TO  WHICH  IT  IS 
TRANSFERRED. 

A  further  observation  on  Mr.  Macleod's  definition  of  ''^cur- 
rency "  as  "  transferable  debt "  is  that  it  needs  the  addition  of  the 
words  the  extent  to  which  it  is  actually  transferred.^^  If  a 
security  for  money  is  kept  in  a  drawer  till  it  is  presented  for  pay- 
ment, it  does  not  during  that  period  operate  as  currency,  any 
more  than  a  sovereign  or  a  bank-note  does.    But  the  difference 


Sec  pp.  23  and  46. 
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is  that  a  security  is  very  often  kept  in  a  drawer,  whilst  a  sovereign 
or  bank-note  is  seldom  kept  at  all,  but  is  received  only  for  the 
purpose  of  being  paid  away  again.  The  distinction  is  important, 
because  the  efficiency  of  an  instrument  of  currency  does  not 
depend  on  its  amount,  but  on  its  amount  multipHed  into  the 
number  of  times  it  is  used.  A  sovereign  used  twenty  times  does 
as  much  work  as  twenty  sovereigns  or  as  a  £^20  bill  used  once. 
When,  therefore,  "  transferable  debt "  is  spoken  of  as  currency, 
we  must  take  care  to  distinguish  between  the  efficiency  of  its 
different  forms. 

Again,  many  forms  of  credit  are  confined  to  the  special  busi- 
ness for  which  they  were  created,  and  do  not  enter  into  general 
circulation.  They  are  media  of  exchange  in  that  business,  but 
not  in  other  businesses. 

iVgain,  all  forms  of  credit  return  into  themselves  and  are  ex- 
tinguished. They  are  not,  like  gold  and  silver,  permanent  addi- 
tions to  the  circulation,  but  are  created,  extinguished,  and  re- 
created, according  to  demand.  During  the  time  of  their  existence 
they  are  additions  to  the  circulating  medium  and  do  the  same  work 
as  money.  But  they  do  not  form  accumulated  stocks,  and  their 
quantity  varies  in  the  manner  I  have  attempted  to  describe  below.* 

We  must  remember  that  the  more  frequently  an  instrument  of 
currency  passes  from  hand  to  hand,  and  the  more  it  is  used  by 
the  poor  and  the  ignorant,  the  more  important  it  is  that  its  sound- 
ness, its  value,  and  its  negotiability,  should  be  perfect,  absolute, 
and  universally  recognised.  It  is  this  consideration,  rather  than 
any  real  difference  of  function,  which  distinguishes  gold  and 
silver  money  from  all  other  instruments  of  exchange.  It  is  this 
consideration  which  justifies  the  special  conditions  to  which  the 
Act  of  1844  subjects  the  issue  of  bank-notes,  if  those  conditions 
are  to  be  justified  at  all. 

DOES  THE  ABOVE  VIEW  CONFUSE  CURRENCY  WITH  CAPITAL? 

It  may  be  said  that  in  the  above  views  the  distinction  between 
currency  and  capital  is  not  maintained.  The  charge  is  true,  but 
how  far  is  it  material  ?  We  are  apt  to  use  such  words  as 
"money,"  "currency,"  "  floating  capital,"  "fixed  capital,"  until  w^e 
forget  that  the  things  they  represent  have  not  as  sharp  an  outline, 


*  See  pp.  44  and  following. 
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and  are  not  as  clearly  distinguished  from  one  another,  as  the 
words  themselves.  If  we  look  to  things,  and  not  to  words  merely, 
we  shall  find  a  series  of  circulating  media  which,  though  they 
differ  much  among  themselves,  so  that  there  is  a  wide  interval 
between  the  first  and  the  last,  yet  have  certain  qualities  in  common 
and  run  into  one  another.  Thus  we  have  gold  coin,  inconvertible 
bank-notes,  convertible  bank-notes,  deposits,  money  at  call,  money 
on  notice,  bills  at  three  months,  bills  at  six  months,  exchequer 
bills,  debentures  payable  at  short  periods,  public  loans,  &c.,  pay- 
able at  longer  periods,  debenture  stocks,  irredeemable  annuities, 
and  shares.  All  of  these,  with  the  doubtful  exception  of  gold 
coin,  are  some  form  of  debt  or  credit.  All  can  be  used  and  are 
used  as  circulating  media,  some  easily  and  frequently,  others  with 
greater  difficulty  and  very  rarely.  Gold  coin  carries  in  itself  the 
quahty  which  makes  it  exchangeable.  Inconvertible  bank-notes 
are  forms  of  credit,  resting  on  the  imperfect  authority  of  law,  and 
deprived  of  the  quality  of  convertibility  into  gold  which  gives 
value  to  other  forms  of  security  ;  they  are  unnatural  monsters,  only 
to  be  tolerated  in  cases  of  extreme  necessity.  Convertible  bank- 
notes are  forms  of  credit  to  which,  in  this  country  at  any  rate, 
habit  and  experience  and,  latterly,  special  legislation  have  given 
qualities  of  exchangeability  equal,  or  all  but  equal,  to  that  of  coin. 
Deposits  and  money  at  call,  if  in  solvent  hands,  are  exchangeable 
with  equal  certainty  and  equal  speed,  and  with  much  greater  con- 
venience and  safety.  Money  at  notice  and  bills  of  exchange 
differ  in  being  available  at  somewhat  longer  periods.  Debentures 
and  redeemable  stocks  have  still  longer  times  to  run ;  whilst  ir- 
redeemable annuities  and  shares  are  only  realisable  by  sale  in  the 
market.  It  is  the  trader's,  and  especially  the  banker's,  business  to 
distinguish  between  all  these  different  forms  of  debt  or  credit  and 
to  determine  which  of  them  he  can  safely  hold  consistently  with 
the  ready  discharge  of  his  own  liabilities.  Some  of  them,  such  as 
stocks  or  shares,  are  so  far  from  being  immediately  realisable  that 
their  purchase  and  sale  constitute  demands  on  the  forms  of  money 
or  capital  more  immediately  available.  But  bank  deposits,  and 
the  cheques  by  which  deposits  are  operated  upon,  are  as  im- 
mediately available  as  coin  itself,  and  are  much  cheaper  and  more 
convenient.  They  have,  as  we  have  seen,  as  great  an  effect  on 
prices.  It  is  instructive  to  see  that  commercial  men,  in  speaking 
of  payment  by  cheques  as  distinguished  from  bills,  speak  of 
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payment  by  cheques  as  payment  in  "cash,"  though  in  truth  both  are 
forms  of  credit.  For  our  purposes,  therefore,  bank  deposits  and 
cheques  have  as  much  right  to  be  termed  "currency,"  or  "circu- 
lating medium  "  as  bank-notes ;  and  if  we  prefer  to  distinguish 
them  by  calhng  them  "  floating  capital,"  we  must  remember  that 
for  purposes  of  exchange  and  of  regulating  prices,  this  form  of 
"floating  capital"  has  all  the  functions  and  qualities  which 
belong  to  bank-notes  and  coin. 


v.— IMPORTANCE  OF  MR.  MACLEOD'S  VIEWS  AND 
THEIR  CONSEQUENCES. 

IMPORTANCE  OF  MR.  MACLEOD's  VIEWS  IN  SHOWING  HOW  CREDIT 
HAS  TAKEN  THE  PLACE  OF  GOLD. 

It  is  not,  however,  necessary  for  us  to  give  a  distinct  meaning 
to  "  wealth,"  or  to  have  a  complete  theory  of  value  or  an  accurate 
definition  of  currency.  Whether  "  wealth  "  includes  "rights  "as 
well  as  visible  or  sensible  objects ;  and  whether  the  statement  that 
"  the  value  of  a  thing  is  what  can  be  got  for  it "  is  an  expression  of 
the  ultimate  result  of  analysis ;  or  whether  we  can  carry  analysis 
farther,  and  trace  the  two  sides  of  the  equation  to  the  quantity  of 
human  effort  necessary  to  procure  them,  are  questions  which  may 
be  important  for  some  purposes,  but  not  for  ours.*  Whether  all 
"  transferable  debt "  is  "  currency,"  or  whether  there  can  be  any 
"  currency  "  which  is  not  or  does  not  represent  "  transferable  debt," 
is  also  a  question  which  we  may  leave  on  one  side. 

Nor  is  it  important  for  us  to  determine  whether  in  Mr. 
Macleod's  theory  too  much  importance  is  attached  to  legal  obliga- 
tions, or  to  speculate  on  the  difficult  question  how  far  commercial 

*  Mr.  Macleod  seems  to  be  absolutely  right  when  he  says  that  the  economical 
value  of  any  existing  thing  is  simply  what  can  be  got  for  it :  or,  in  other  words,  that 
its  value  depends  upon  the  demand  for  it,  and  not  upon  the  cost  or  amount  of 
human  effort  which  has  been  spent  in  acquiring  or  creating  it.  On  the  other  hand 
it  is  surely  also  true,  that  where  anything  can  be  produced  ad  libitum  by  human 
effort,  the  amount  of  human  effort  necessary  to  produce  it  becomes  the  outside 
limit  of  what  men  will  give  for  it  ;  and,  if  demand  is  tolerably  steady,  tends  to 
become  approximately  the  measure  as  well  as  the  limit  of  its  ordinary  value  :  and 

is  also  true  that  soimd  promises  to  pay,  like  other  articles  of  value,  are  not 
created  without  an  expenditure  of  human  effort.    Unsound  accommodation  bills, 
whatever  their  legal  character,  do  not  make  good  Trade. 
C 
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law  derives  its  sanction  and  its  power  from  following  the  habits 
of  business  men,  and  how  far  it  governs  and  creates  those  habits. 

For  our  purpose  the  important  fact  to  which  Mr.  Macleod  has 
called  attention  is,  that  in  almost  all  wholesale  dealings  and  in  a 
large  number  of  retail  dealings,  the  consideration  paid  for  goods 
or  services  is  now  not  gold  or  bank-notes,  but  promises  to  pay 
gold ;  that  these  promises  when  sound,  as  they  generally  are,  have 
the  same  value  and  do  exactly  the  same  work  as  gold  ;  and,  in 
fact,  to  all  intents  and  purposes  replace  gold. 

From  these  facts  many  important  consequences  result,  among 
which  are  the  following  : — 

I.   CRKDIT  IS  NOT  MERELY  AN  ECONOMY  OF  GOLD  IT  TAKES  ITS 

PLACE  AS  A  CIRCULATING  MEDIUM. 

The  ordinary  language  in  which  it  is  said  that  "  credit "  is 
an  "  economy  of  gold "  is,  even  if  accurate,  very  inadequate. 
"  Credit  "  is  not  simply  a  means  of  using  less  gold.  "  Credit  "  or 
"  Debt "  is  a  substitute  for  gold  as  a  circulating  medium,  which 
has  in  some  places  almost  displaced  its  principal,  and  which  may 
displace  it  entirely,  or  almost  entirely,  as  nations  advance  in  com- 
mercial aptitude.  Its  functions  are  so  great  and  so  important 
that  modern  commerce  would  without  it  not  only  have  been  more 
difficult,  but  could  not  possibly  have  been  carried  on.  If  it  is  an 
economy,  it  is  an  economy  only  in  the  sense  in  which  the  railway 
or  the  steamship  can  be  considered  economies.  It  makes  ex- 
changes possible  just  as  the  railway  and  the  steamship  make  the 
transportation  of  goods  possible.  It  is  as  great,  if  not  as  visible, 
an  instrument  in  erecting  the  gigantic  fabric  of  modern  trade  as 
steam  or  electricity. 

2.   IT  IS  A  SUBSTITUTE  OF  MUCH  GREATER  POWER  AND 
EXPANSIBILITY. 

It  is  a  substitute,  not  only  of  infinitely  greater  power  than  the 
instrument  which  it  replaces,  but  of  infinitely  greater  expansibility. 
There  is  no  limit  to  its  expansion  except  demand. 

If  it  is  true  that  exchange  by  means  of  credit  is  barter,  the 
demand  must  bring  with  it  its  own  supply.  If  goods  or  services, 
actual  or  potential,  are  to  be  exchanged  one  with  another,  each 
will  necessarily  have  its  own  representative  credit ;  and  whenever 
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there  is  a  demand  for  circulating  medium,  then  there  must  be  an 
equivalent  supply.  There  are,  no  doubt,  still  provinces  which 
credit  has  not  invaded,  and  in  which  gold  still  reigns  with  undis- 
puted sway;  and  there  may  be  undue  contractions  as  well  as 
expansions  of  credit.  But  if,  and  so  far  as,  exchange  is  carried  on 
by  credit,  the  apprehension  of  any  permanent  want  or  diminution 
of  circulating  medium,  or  of  a  fall  of  prices  consequent  on  it,  is  a 
chimera. 

3.  THE   NOTION   THAT   GOLD   SHOULD   INCREASE  WITH  INCREASE 

OF  TRADE  AND  POPULATION  IS  A  FALLACY. 

These  views  of  credit  dispose  of  a  great  number  of  arguments 
in  support  of  the  alleged  deficiency  of  gold,  founded  on  a  com- 
parison of  the  supply  of  gold  with  the  increase  of  population,  of 
trade,  and  of  wealth.  People  have  found  something  which  suits 
them  better  than  gold.  To  argue  that  the  circulating  medium  is 
deficient  because  gold  has  not  increased  in  proportion  to  wealth 
and  population,  is  as  unreasonable  as  to  argue  that  there  is  a 
great  deficiency  of  means  of  locomotion  because  turnpike  roads 
and  stage  coaches  have  not  increased  in  proportion  to  the  number 
of  persons  who  travel. 

4.  SOME  DOCTRINES  CONCERNING  THE  TRANSFER  OF  GOLD  AND 

SILVER  IN  INTERNATIONAL  TRADE  MAY  BE  DOUBTED. 

They  also  suggest  sceptical  doubts  concerning  a  great  deal  of 
very  difficult  and  abstruse  doctrine  on  the  subject  of  international 
trade  and  the  effect  of  the  transfer  of  the  precious  metals  from 
country  to  country  on  prices. 

These  theories  are  at  best  of  very  difficult  and  doubtful  appli- 
cation. When  gold  and  silver  are  remitted  with  the  greatest  ease 
from  country  to  country;  when  banking  systems  and  banking 
credits  extend  over  the  trading  world ;  when  the  transfer  of  credit 
in  the  form  of  securities  settles  a  large  proportion  of  international 
balances ;  when  one  country  uses  far  more  gold  or  silver  in  pro- 
portion to  its  business  and  exchanges  than  another ;  when  some 
countries  have  forced  paper  currencies  ;  when  one  nation  locks  up 
bullion  in  its  treasury  because  it  has  surplus  revenue  and  no  bank, 
and  another  because  it  wishes  to  keep  a  reserve  for  military 
purposes ;  when  the  chief  demand  of  some  countries  for  bullion 
is  for  the  purpose  of  hoarding  or  for  ornament ;  and  when  we  are 
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quite  uncertain  what  are  the  comparative  demands  of  each  country 
for  all  the  different  purposes  for  which  bullion  is  required ; — it  is 
very  difficult  in  any  given  case  to  trace  any  exact  connection 
between  the  flow  of  bullion  and  prices,  or  to  find  out  in  what 
degree  the  one  depends  on  the  other. 

If  gold  were  actually  used  in  all  purchases  and  sales  in  England 
and  in  America,  it  is  easy  to  see  why  the  transfer  of  gold  from 
England  to  America  should  at  once  and  directly  lower  prices  in 
England,  and  raise  all  prices  in  America.  But  if  gold  is  not 
actually  used  in  purchases  and  sales  in  either  country — if,  instead 
of  being  the  medium  of  exchange,  it  is  only  the  measure  of  value 
— it  is  very  difficult  to  see,  so  long  as  it  is  in  commerce  at  all, 
how  the  locus  in  quo  of  gold  at  any  particular  moment  can  have 
any  direct  effect  on  prices  in  any  particular  place,  or  at  one  place 
more  than  another.  A  yard  measure  is  a  yard  measure  in  Liver- 
pool or  in  New  York,  although  the  standard  yard  may  be  kept  in 
London.  At  any  rate,  the  effect  of  the  transport  of  gold  on  prices 
will  not  be  of  a  simple  and  direct  kind.  Some  effect  it  may  have 
on  prices  through  the  bank  reserves,  the  rate  of  discount,  and  the 
consequent  contraction  or  expansion  of  credit ;  but  this  effect  will 
be  comparatively  remote  and  intricate.  Further  observations  on 
this  point  will  be  found  below. 


5.   CREDIT  USED  TO  SETTLE  INTERNATIONAL  BALANCES. 

Gold  and  silver  have  usually  been  considered  to  be  the  only 
circulating  medium  by  which  international  balances  can  be  settled, 
since  these  are  the  only  media  formerly  accepted  in  common  by 
all  countries.!  But  this  is  ceasing  to  be  the  case,  and  different 
forms  of,  debt  or  credit  are  being  largely  used  for  this  purpose. 
The  transfer  of  stocks  and  securities,  which  are  a  species  of  credit, 
is  a  large  and  growing  branch  of  international  business ;  and 
English  banking  credits — i.e.^  debts  to  English  banks — are  also,  as 
we  have  been  told  by  a  very  competent  witness,  largely  held 
abroad,  whilst  the  converse  is  probably  the  case  also.^ 

*  See  pp.  57  and  71. 

t  On  this  point  see  the  correspondence  with  Dr.  Erwin  Nasse  below,  pp.  81, 
and  following. 

X  Mr.  Raphael's  evidence,  qu.  7038  :  "  The  amount  of  English  money,  financial 
money,  banker's  money,  in  the  United  States  is  something  enormous.  .  .  .  This 
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6.   LEGAL  TENDER  NOT  SO  IMPORTANT  AS  SUPPOSED. 

It  also  follows,  from  the  above  views  of  debt  and  credit,  that 
the  position  attributed  to  gold  by  reason  of  its  being  what  is  called 
"  legal  tender  "  is  by  no  means  so  peculiar  or  important  as  it  has 
been  supposed  to  be. 

"  Legal  tender "  is  the  form  of  circulating  medium,  usually 
gold  or  bank-notes,  in  which,  by  law,  debtors  can  compel  creditors 
to  accept  a  discharge  and  settlement  of  their  liabilities.  Now  in 
all  cases  of  set-off  of  debts  or  credits  (and  such  cases  comprise  a 
vast  majority  of  all  commercial  transactions),  gold  or  notes  are  un- 
necessary, even  for  a  legal  discharge,  and  the  debtor  can  procure  a 
legal  release  from  his  debt  by  a  transfer  of  credit.  In  most  other 
cases  debtors  do,  as  a  matter  of  fact,  discharge  their  debts  by  a 
transfer  of  credit,  and  no  one  dreams  of  either  paying  or  de- 
manding gold.  When  this  is  the  case,  it  is  idle  to  treat  cur- 
rency or  means  of  payment  as  dependent  on  the  law  of  legal 
tender. 

7.   POSSIBLE  REASON  WHY  SILVER  PRICES  DO  NOT  ALTER. 

It  is  possible  also  that  in  these  views  of  credit  as  a  circulating 
medium  one  reason  may  be  found  why  Indian  and  other  silver 
prices  remain  steady,  while  gold  prices  rise  and  fall.  The 
countries  which  are  well  banked  and  which  have  the  most  highly 
developed  systems  of  credit  are  gold  countries.  The  countries 
which  are  backward,  and  which  have  a  less  developed  system  of 
credit,  and  which  use  a  large  proportion  of  metallic  money,  are 
silver  countries.  The  circulating  medium  in  gold  countries  con- 
sists partly  of  gold,  but  to  a  much  greater  amount  of  credit.  The 
circulating  medium  in  silver  countries,,  or  at  any  rate  in  India,  is 
principally  silver.  The  elastic  credit  circulation  of  gold  countries 
is  subject,  therefore,  to  much  more  expansion  and  contraction,  to 
more  and  more  rapid  fluctuations,  than  the  circulation  in  silver 
countries.  The  slowness  with  which  a  rise  or  fall  in  silver  prices 
extends  through  India  is  a  matter  of  frequent  observation,  whilst 
any  considerable  change  of  price  in  articles  of  general  consumption 
is  felt  with  great  and  ever-increasing  rapidity  throughout  the 
Western  world. 

is  banker's  money  which  could  be  called  in  within  60  days,  and  which  would  be 
quite  enough  to  check  any  power  of  America  to  take  gold." 
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8.   IF    CREDIT    IS    THE  CHIEF    CIRCULATING    MEDIUM,   WILL  THE 
REHABILITATION  OF  SILVER  RAISE  PRICES? 

The  following  is  another  important  consideration  bearing  on 
our  inquiry.  It  is  believed  by  many  that  to  rehabilitate  silver  will 
at  once  raise  gold  prices,  which,  as  they  suppose,  have  fallen  by 
reason  of  the  discredit  or  demonetisation  of  silver.  We  hear  ex- 
pressions such  as  that  "  silver  is  to  be  brought  to  the  aid  of  gold," 
and  so  forth,  as  if  to  make  silver  legal  tender  at  a  fixed  ratio  would 
be  adding  so  much  to  the  circulation.  But  if  prices  depend,  not 
on  the  stock  or  quantity  of  gold,  but  on  credit  as  well,  and  if 
credit  as  a  circulating  medium  is  many  times  larger  and  does 
many  times  as  much  work  as  gold,  then,  so  far  as  the  quantity  of 
the  circulating  medium  is  concerned,  it  is  to  the  effect  of  the  re- 
habilitation of  silver  on  credit,  and  not  to  the  mere  quantity  of 
silver,  that  we  must  look  for  its  effect  upon  price.  What  effect 
the  rehabilitation  of  silver  would  have  in  increasing  credit,  and 
with  credit,  prices,  in  gold  countries  is  a  question  which  it  would 
take  a  very  shrewd  guess  to  answer.  Would  it,  if  the  fall  in 
silver  is  due  to  a  scare,  cure  the  scare,  increase  silver  values,  and 
cause  credit  to  expand  ?  Would  its  effect  be  limited  to  a  diminu- 
tion of  the  value  of  gold  considered  as  a  measure  of  value,  and  an 
increase  of  the  value  of  silver  considered  as  a  measure  of  value  ? 
It  would  no  doubt  have  the  effect  of  taking  something  from 
owners  of  gold  and  giving  something  to  owners  of  silver,  of 
diminishing  gold  debts  and  increasing  silver  debts.  Would  it 
have  any  other  and  further  effect,  and,  if  any,  what  effect  on 
Credit  or  on  Prices  ? 


9.   IT    IS    NOT    TO    GOLD    BUT  TO    CREDIT    THAT  WE  MUST  LOOK 
AS  THE  IMMEDIATE  REGULATOR  OF  PRICES. 

Lastly,  if  credit  is  the  principal  circulating  medium,  it  follows 
— and  this  is  the  vital  point  for  us — that,  so  far  as  prices  depend 
on  the  circulating  medium,  it  is  to  credit  and  not  to  gold  that  we 
must  look  as  the  great,  or  at  any  rate  the  immediate  regulator  of 
prices. 

In  order  to  prevent  misapprehension,  let  me  again  call  atten- 
tion to  what  has  been  said  above,  page  11,  viz.  that  alterations  in 
price  may  be  due  either  to  alterations  in  the  quantity  of  the 
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articles  sold  or  to  alterations  in  the  quantity  of  the  circulating 
medium.  If  corn  is  sold  in  exchange  for  gold,  and  the  gold  price 
falls,  the  fall  may  be  due  either  to  a  greater  abundance  of  corn  or  to 
a  greater  scarcity  of  gold.  It  is  with  the  second  only  of  these  two 
causes  that  we  are  now  dealing,  viz.  with  a  change  of  price  arising, 
or  supposed  to  arise,  from  an  alteration  in  the  quantity  of  the 
circulating  medium.  With  alterations  in  price  arising  from 
alterations  in  the  supply  of  the  goods  sold  we  have  here  nothing 
to  do.  My  position  is  that,  if  prices  have  fallen  or  risen  in  con- 
sequence of  a  change  in  the  circulating  medium,  it  is  to  changes 
in  credit,  rather  than  in  gold,  that  we  must  look  as  the  proximate 
cause  of  the  rise  or  fall. 

As  has  been  said  before,  in  the  vast  majority  of  wholesale 
transactions,  and  in  a  great  and  ever-increasing  number  of  retail 
transactions,  gold  is  no  longer  the  medium  of  exchange,  for  no 
gold  is  used.  Gold  is,  in  such  transactions,  not  an  article  of  ex- 
change, delivered  by  the  purchaser  to  the  seller  in  return  for  the 
article  purchased ;  it  is  only  a  measure  of  the  purchasing  power 
conveyed  by  the  purchaser  to  the  seller.  Analogies  are  often 
misleading,  but  it  is  no  exaggeration  to  say  that,  in  most  cases, 
so  far  as  any  demand  upon,  or  use  of,  gold  is  concerned,  it  plays 
the  simple  part  of  a  foot-rule  or  of  a  pound-weight.  The  seller 
of  ICO  quarters  of  wheat  at  £^2  a  quarter  delivers  the  wheat  to 
the  buyer,  and  receives  in  return,  not  200  gold  sovereigns,  but  an 
order  for  ^200.  The  purchaser  of  the  wheat  sells  40  tons  of 
steel  to  the  seller  of  the  wheat  at  a  ton,  and  delivers  to  him  in 
the  same  way,  not  200  gold  sovereigns,  but  an  order  for  £,200. 
The  two  orders  are  set  off  against  each  other,  and  the  transaction 
is  complete  without  the  use  of  a  single  gold  sovereign.  In  this 
transaction,  which  is  a  fair  type  of  ordinary  trade,  gold  plays  no 
part  except  that  of  a  common  measure  between  wheat  and  steel. 
Any  additional  number  of  quarters  of  wheat  and  any  additional 
number  of  tons  of  steel  might  be  thus  exchanged  either  once  or 
any  number  of  times  without  any  fresh  demand  upon  the  world  s 
stock  of  gold.  Assu??iing  that  the  supply  or  stock  of  gold  remains 
the  same,  then,  so  far  as  exchanges  are  effected  by  means  of  credit 
as  a  circulating  medium,  the  amount  and  number  of  exchanges 
may  be  increased  indefinitely,  without  any  need  for  additional 
gold,  and  without  any  additional  pressure  on  existing  stocks.  The 
chief  demand  for  gold  is,  or  is  assumed  to  be,  a  demand  for  it  as 
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a  circulating  medium.  If  and  so  far  as  credit  takes  its  place,  this 
demand  ceases. 

It  will  be  observed  that  in  the  above  argument  it  is  assumed 
that  the  stock  of  gold  remains  the  same,  whilst  the  demands  for 
circulating  media  increase.  If  the  stock  of  gold  were  to  diminish 
whilst  the  demand  for  circulating  media  remained  the  same,  the 
effect  would  no  doubt  be  to  lower  prices,  unless  the  decrease  of 
gold  were  made  up  for  by  the  extension  of  credit.  As  a  matter 
of  fact,  the  stock  of  gold  has  in  late  years  increased  and  is 
increasing,,  though  not  in  the  same  proportion  as  the  demand 
for  circulating  media ;  and  one  important  question  for  us,  as  we 
shall  see  below,  is  whether  the  recent  extension  of  credit  does 
not  amply  satisfy  or  compensate  for  this  increased  demand. 

But  it  may  be  said  that,  whilst  goods  and  services  are  usually 
exchanged  against  each  other  through  the  medium  of  "  credit," 
there  is  a  balance  of  goods  and  services  not  so  exchanged,  in 
which  "  gold  "  is  still  used  as  the  medium.  Assuming  this  to  be 
true,  it  is  obvious  that  the  demand  for  the  "medium"  gold 
depends  on  the  relation  of  gold,  not  to  all  goods  and  services, 
but  to  those  goods  and  services  only  in  the  exchange  of  which  it 
is  actually  used,  and  such  goods  and  services  are  comparatively 
very  few  indeed.  This  relation,  it  may  be  added,  is  itself  very 
far  from  being  simple  or  merely  quantitative.  It  depends,  not  on 
the  proportion  which  the  quantity  of  gold  bears  to  the  quantity 
of  goods  and  services  exchanged ;  but  on  the  proportion  which 
the  quantity  of  gold  multipHed  into  the  number  of  times  it  is 
used,  bears  to  the  number  and  amount  of  exchanges  of  goods  and 
services  which  have  to  be  effected. 

It  seems  to  me  that  these  considerations  completely  alter  the 
character  of  the  problem  with  which  we  have  to  deal,  or,  at  any 
rate,  so  much  of  it  as  is  concerned  with  what  is  termed  "  appreci- 
ation of  gold  "  or  "  fall  of  prices."  Assuming  that  a  general  or 
universal  fall  of  prices  is  proved — which,  as  a  matter  of  fact,  is 
not  the  case ;  assuming  also  that  it  has  been  proved  (though  as 
a  matter  of  fact  it  has  not)  that  their  fall  is  due,  not  to  the  in- 
creased abundance  of  the  articles  themselves,  but  to  a  diminution 
of  the  circulating  medium  in  which  the  price  is  expressed  ;  the 
important  question  will  be,  not  whether  that  part  of  the  circu- 
lating medium  which  consists  of  gold  has  diminished  in  quantity, 
but  whether  that  much  larger  part  which  consists  of  credit  has 
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diminished.  To  look  to  the  annual  supply  of  gold  rather  than 
to  the  aggregate  stock  of  gold  in  the  world ;  to  prove  that  for  a 
few  years  there  has  been  a  diminution  in  the  annual  supply  of 
gold,  and  a  certain  increase  in  certain  demands ;  to  prove  further 
that  there  has  been  a  fall  in  the  wholesale  prices  of  a  large 
number  of  articles  ;  to  seek  the  cause  of  this  fall  in  the  deficiency 
of  the  circulating  medium  ;  to  ignore  the  fact  that  the  actual  circu- 
lating medium  is  credit  and  not  gold ;  to  assume  that  gold  is  still 
the  general  circulating  medium,  which  it  has  ceased  to  be  ;  and 
to  conclude  that  the  fall  of  prices  is  due  to  a  deficiency  of 
gold ; — is  certainly  a  very  unsatisfactory  and  inconclusive  argu- 
ment. 


VI.— RELATIONS  OF  GOLD  TO  CREDIT. 

CASE  OF  THOSE  WHO  ATTRIBUTE  FALL  OF  PRICES  TO  DEFICIENCY 
OF  GOLD  NOT  PROVED. 

If  this  were  all,  we  might  at  once  unhesitatingly  determine 
that  those  who  attribute  the  fall  of  prices  to  a  deficiency  in  gold 
have  failed  to  prove  their  case. 

FURTHER    INQUIRY  NECESSARY  AS  TO  THE    RELATIONS  BETWEEN 
GOLD  AND  CREDIT. 

But  though  this  may  be  true  it  does  not  exhaust  the  case. 
We  have  still  a  very  difficult  and  abstruse  inquiry  before  us. 

If  credit  is  the  great  circulating  medium,  upon  what  does 
credit  depend  ?  Is  there  any  settled  relation  between  credit  and 
gold  ?  In  what  manner  does  gold,  as  the  measure  of  value,  affect 
credit  ?  Does  credit  increase  and  diminish  with  an  increased  or 
diminished  supply  of  gold  ?  Does  the  convertibility  of  credit  into 
gold,  which  is  a  sine  qud  non  if  credit  is  sound,  involve  as  a 
consequence  that  credit  varies  with  gold  ? 

These  are  very  difficult  questions,  and  I  find  no  answers  to 
them  in  Mr.  Macleod's  books  or  evidence.  In  his  "  Theory  and 
Practice  of  Banking,"  he  says  :  "  A  gigantic  error  is  committed 
by  many  writers  who  think  that  the  prices  of  goods  must  vary 
exactly  with  any  increase  or  decrease  of  the  amount  of  the 
currency,  whereas  there  is  no  necessary  relation  between  the  two 

*  Fourth  Edition,  vol.  ii.,  p.  162, 
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whatever."  He  says,  further,  that  the  "prices  of  commodities  are 
7Lot  determined  by  the  ratio  of  their  quantities  to  money ; "  "  that 
whatever  truth  there  may  have  been  in  this  doctrine  in  simpler 
times,  it  is  not  true  now;"  that  "actual  money  plays  an  insignifi- 
cant part  in  modern  commerce ; "  and  that  the  difficulty  of  tracing 
the  connection  between  "an  increased  (or  diminished?)  quantity 
of  money  and  prices  is  one  of  the  most  profound  and  complex 
problems  of  economics,  which  has  never  been  sufficiently  in- 
vestigated." * 

Under  these  circumstances  I  can  attempt  to  do  little  more 
than  state  some  of  the  issues  which  appear  to  me  to  be  raised.  I 
doubt  if  data  exist  for  giving  complete  answers  to  them. 

GOLD  IS  STILL  THE  MEASURE  OF  VALUE,  AND  AS  SUCH  MEASURES 
CREDIT,  ALTHOUGH  IT  IS  NO  LONGER  IN  DEMAND  AS  THE 
MEDIUM  OF  EXCHANGE. 

In  the  first  place  it  is  clear  that,  since  all  credit  is  expressed  in 
terms  of  gold,  gold  measures  credit.  Credit  or  debt  is  credit  or 
debt  of  so  many  gold  sovereigns ;  it  is  a  number  of  units  of  pur- 
chasing power,  each  of  which  has  the  purchasing  power  of  a  gold 
pound.  Sir  R.  Peel's  fundamental  question,  "  What  is  a  pound  ?  " 
remains  as  important  as  ever.  The  value  of  credit  still  depends 
on  the  value  of  gold,  since  the  value  of  gold  still  measures  the 
value  of  credit ;  but  this  is  a  very  different  thing  from  saying  that 
the  quantity  of  credit  depends  on  the  quantity  of  gold. 

The  ;£i  has  become  the  measure ;  it  is  no  longer  the  medium 
of  exchange,  or  only  to  a  very  limited  extent.  This,  then,  is  the 
first  distinct  relation  between  gold  and  credit — as  a  measure  of 
value  gold  measures  credit. 

But  the  fact  that  it  is  no  longer  in  use  or  demand  as  the 
medium  of  exchange  has  a  very  distinct  effect  on  gold  regarded 
as  a  measure  of  value.  The  value  of  gold,  regarded  only  as  a 
measure,  depends  on  demand  and  supply.  One,  and  probably 
the  largest,  item  in  the  demand  for  gold  is  for  use  as  a  circulating 
medium.  That  demand  ceases  wherever  a  substitute  is  found  for 
it,  and  such  a  substitute  is  found  in  credit.  The  consequence  is, 
that  to  this  extent  the  value  or  purchasing  power  of  the  is 
pro  tanto  less  than  it  would  have  been  if  the  demand  for  it  as 

*  App,  tu  2nd  Report  of  Gold  and  Silver  Commission,  No.  iii.,  ji.  236. 
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circulating  medium  had  been  maintained;  and  this  diminution 
affects,  of  course,  the  whole  fabric  of  debt  or  credit  in  which  the 

is  the  unit  of  value.  This  comparative  diminution  of  value 
must  be  of  immense  importance ;  and  it  has  to  be  taken  into 
account  before  any  conclusions  as  to  the  increased  value  of  the 

can  be  drawn  from  any  decrease  in  the  supply  or  even  from 
any  supposed  reduction  in  the  stock  of  gold. 

Of  course  there  are  other  items  of  demand  for  gold,  and  it  is 
possible  that  these  may  have  increased  to  such  an  extent  as  to 
counterbalance  any  falling  off  in  the  demand  for  it  as  circulating 
medium.  But  when  the  faUing  off  in  supply  is  so  strongly  urged, 
this  falling  off  in  the  principal  demand  must  not  be  left  out  of 
consideration. 

On  the  question,  "  What  are  the  demands  for  gold  other  than 
currency  demands  ?  "  our  information  is  notoriously  very  defective, 
and  I  fear  that  it  cannot  be  made  complete  or  certain. 

GOLD  BECOMES  A  MEASURE  OF  VALUE  BY  BEING  A  MEDIUM  OF 
EXCHANGE,  AND,  AS  PAYMENT  OF  GOLD  MAY  BE  REQUIRED, 
SOME  GOLD  IS  NEEDED  AS  RESERVE. 

It  is  at  the  same  time  true  that  the  gold  sovereign  can  only 
become  a  measure  of  value  by  being  a  medium  of  exchange.  As 
value  is  a  relation  between  two  or  more  things,  there  can  be  no 
such  thing  as  an  abstract  measure  of  value.  A  sovereign  if  not 
exchangeable  with  other  things  can  have  no  value.  It  is  only 
because  it  is  exchangeable  against  all  other  things  that  it  measures 
their  value.  This  is,  however,  a  very  different  thing  from  saying 
that  it  is  actually  exchanged  against  all  other  things.  It  is 
actually  only  used  in  the  exchange  of  a  very  few  things ;  and  it 
is  its  actual,  not  its  potential,  use  which  creates  the  demand  for 
gold  as  a  circulating  medium,  and  it  is  this  demand  which, 
so  far  as  the  circulating  medium  is  concerned,  gives  gold  its 
value. 

Gold  is  exchangeable  because  it  can  be  demanded  in  payment 
of  every  debt,  and  credit  is  perfectly  sound  when  every  debt  so 
demanded  is  sure  to  be  paid.  The  effect  of  this  is  that  all  the 
debts  or  credits  so  payable  are  of  the  same  value  as  so  much 
gold.  This,  it  should  be  observed,  is  a  very  different  thing  from 
saying  that  either  the  debts  and  credits  or  the  gold  are  of  the 
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same  value  as  so  much  gold  would  have  been  if  no  debts  or 
credits  had  existed.  Gold  itself  is  lowered  in  value  by  the  use 
of  debt  or  credit  as  a  supplement  or  substitute,  and  debts  or 
credits  payable  in  gold  follow  the  value  of  gold. 

But  since  gold  may  be  demanded  in  payment  of  every  debt, 
and  since,  though  such  demands  are  few,  some  are  sure  to  be 
made,  it  is  necessary  to  keep  reserves  of  gold  to  answer  them. 
To  whatever  extent  such  reserves  are  needed,  there  is  a  use 
of  and  a  demand  for  gold  which  helps  to  raise  or  keep  up  its 
value.  But  the  use  and  demand  for  gold  as  a  reserve  is  very 
small  indeed  compared  with  the  credit  or  debt  based  upon  it, 
and  grows  smaller  and  smaller  with  improvements  in  business. 
What  are  the  relations  of  these  reserves  to  credit,  and  what  are 
the  conclusions  to  be  drawn  from  this  relation,  I  have  tried  to 
state  below. 

HOW  AN  INCREASE  OR  DIMINUTION  IN  THE  STOCK  OF  GOLD 
AFFECTS  THE  QUANTITY  OF  CREDIT. 

The  next  question  is,  whether  credit  depends  for  its  amount  or 
quantity  on  the  stock  of  gold ;  whether  an  increase  or  diminution 
in  the  supply  of  gold,  or  a  diminution  or  increase  in  the  demand 
for  it,  so  as  to  disturb  the  proportion  between  the  supply  of  and 
demand  for  gold,  alters  the  amount  of  credit,  and,  if  so,  how  and 
to  what  extent  ?  This  is  the  question  which  Mr.  Macleod  justly 
pronounces  to  be  abstruse,  and  I  cannot  hope  to  do  more  than 
indicate  certain  lines  of  inquiry. 

TWO  DIFFERENT  CHANGES  IN  QUANTITY  OF  CREDIT. 

Credit  or  debt  changes  in  amount  or  quantity  in  two  totally 
different  ways. 

I.   ORGANIC  DEVELOPMENT  OF  CREDIT  AND  OF  CLEARING. 

In  the  first  place,  there  is  a  growing  development  of  different 
forms  of  credit,  by  means  of  which  it  constantly  encroaches  more 
and  more  on  the  province  of  gold,  and  takes  to  itself  a  larger  and 
larger  share  of  the  duty  of  a  circulating  medium.  Every  new 
negotiable  instrument,  every  new  bank,  every  new  clearing-house, 
the  transfer  of  securities  from  country  to  country — in  short,  every 
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expedient  by  which  more  dealings  are  effected  without  the  actual 
use  of  gold — is  in  this  sense  an  increase  of  the  quantity  of  credit, 
which  we  may  speak  of  as  an  "organic  development  of  credit." 
This  form  of  the  growth  of  credit  is  not  fluctuating ;  it  is  con- 
stantly and  steadily  progressing  in  all  commercial  nations ;  it  is 
most  highly  developed  in  Anglo-Saxon  countries,  but  it  has  not 
reached  its  full  development  there ;  and,  although  it  is  rapidly 
progressing  in  other  civilised  countries,  it  has  still  a  great  deal  to 
do  before  it  has  reached  the  same  degree  of  development  which 
it  has  attained  in  England  and  America,  Its  potentiality  of  exten- 
sion is,  therefore,  still  very  large. 

This  "  organic  development  of  credit "  does  not  increase  or 
diminish  with  the  quantity  of  gold,  or,  if  it  is  affected  by  an  increase 
or  diminution  in  the  supply  of  gold,  it  is  probably  affected  in  an 
opposite  direction.  The  more  difficult  gold  is  to  obtain,  the  more 
will  people  seek  for  substitutes  for  gold.  The  greater  the  trouble 
and  expense  of  using  gold  as  a  medium,  the  more  will  people  use 
credit  in  its  place. 

The  operation  of  the  organic  development  of  credit  is  steady, 
constant,  and  progressive,  and,  so  far  as  it  is  sound,  every  new 
growth  is,  like  a  mechanical  invention,  a  permanent  addition  to 
the  productive  and  industrial  power  of  mankind-  Its  effect  on 
prices  is  to  promote  a  rise  when  they  are  rising,  and  to  check  a 
fall  when  they  are  falling.  It  probably  operates  more  strongly  to 
check  a  fall  than  to  promote  a  rise,  since  it  consists  in  the  adop- 
tion of  an  economical  expedient  which  saves  gold  and  labour,  and 
such  expedients  are  more  generally  adopted  in  times  of  depression 
and  of  falling  prices  than  in  times  of  speculation  and  of  rising 
prices. 

It  would  be  an  interesting  matter  of  speculation  to  examine 
whether  in  the  first  half  of  this  century,  when  the  supply  of  the 
precious  metals  was  small  compared  with  the  supplies  of  recent 
years,  prices  were  not  prevented  from  falling  much  more  than 
they  did  by  the  rapid  development  of  banking  and  other  forms  of 
credit."^ 

On  this  part  of  the  subject  we  still  need  exact  knowledge. 
Some  facts  concerning  the  increase  of  banking  facilities  have  been 
given  us  in  evidence,  such  as  the  recent  increase  of  suburban 

*  See,  for  the  enormously  larger  quantities  of  gold  and  silver  produced  since 
1851,  Soaihtev's  Maierialen,  1886,  p.  i. 
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banks,  and  of  postal  or  post  office  orders.  We  have  the  figures 
of  the  clearing-house.  We  have  some  statistics  such  as  those 
collected  by  Mr.  Palgrave,  Mr.  Dun,  and  Mr.  James  Dick.* 
From  such  facts  it  would  seem  that  the  growth  of  banking  expe- 
dients in  England  is  far  from  being  at  an  end.  The  total  bank- 
ing deposits  at  one  moment  were  estimated  at  5 3,000,000  in 
1871,  at  ^^676,000,000  in  1874,  and  at  ^760,000,000  in  1884, 
an  increase  of  ;^84,ooo,ooo  in  nine  years,  or  at  the  rate  of  nearly 

0,000,000  a  year,  and  this  notwithstanding  the  recent  fall  in 
prices.  The  amount  of  credit  thus  standing  at  one  time  in  the 
books  of  the  banks  is  from  thirty  to  forty  times  as  much  as  the 
bank  reserve,  and  probably  six  or  seven  times  as  much  as  all  the 
gold  in  the  United  Kingdom.  Nor  does  the  ultimate  reserve  of 
gold  kept  by  the  Bank  of  England  appear  to  have  increased  in 
proportion  to  the  increase  of  credit.  On  the  contrary,  it  is  no 
higher  now  than  it  was  ten  or  fifteen  years  ago.t  In  other  coun- 
tries, such  as  Germany  and  France,  there  has  probably  been  a 
still  faster  organic  development  of  credit  in  recent  years,  whilst 
there  is  much  more  room  for  a  still  further  development. 

The  following  figures  J  concerning  bank  clearings  illustrate  the 
extent  to  which  this  use  of  credit  and  economy  of  gold  is  carried, 
and  also  the  room  which  exists  for  further  expansion. 

BUSINESS  OF  CLEARING-HOUSES. 

In  the  United  States  : — 

In  1885        ...  ...  ...  $41,321,000,000 

„  1886        ...  ...  ...  148,925,000,000 

In  England  in  1885  : — 

London        ...  ...  ...  ^^5, 901, 000,000 

Manchester    ...  ...  ...  20,000,000 

Newcastle      ...  ...  ...  ;^2  7,000,000 

The  whole  gold  supply  of  the  United  Kingdom  is  estimated 
by  Dr.  Soetbeer  at  1 1,000,000,  and  the  average  reserve  of  the 
Bank  of  England  is  not  much  more  than  ^20,000,000 ;  so  that 
the  daily  clearances  of  the  banks  amount  to  nearly  as  much  as 
one-fifth  of  the  whole  supply  of  gold  in  the  United  Kingdom  and 

*  See  Journal  of  the  Institute  of  Thinkers,  June,  1884,  p.  339. 
f  See  Soetbeer's  Materialen,  Part  V. 

X  NoLiman  Spallart,  Uebersichten  der  VVeltivirthscha/t,  1887,  p.  457. 
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to  nearly  as  much  as  the  whole  of  the  gold  in  the  bank  of 
England. 

In  Germany  the  present  clearing  system  only  came  into  full 
action  in  1884,  but  in  1886  the  business  had  grown  to 
12,355,000,000  marks.  What  relation  does  this  saving  of  the 
use  of  money  bear  to  the  quantity  of  gold  Germany  is  estimated 
to  have  absorbed  in  her  new  coinage  ? 

In  Italy  and  France  similar  clearing  institutions  are  just 
beginning  operations. 

It  is  to  be  remembered  that  the  bank  clearings,  though  the 
most  important  of  the  different  forms  of  set-off,  by  which  the  use 
of  money  is  dispensed  with,  are  only  one  of  those  forms.  Traders 
and  other  persons  set  off  their  debts  one  against  the  other. 
Where  two  persons  keep  an  account  at  the  same  bank  their 
respective  debts  are  set  off  by  entries  in  the  books  of  the  bank 
without  appearing  in  the  accounts  of  the  clearing-house ;  and 
this  with  the  increasing  size  and  business  of  banks,  must  be  a 
form  of  set-off  constantly  on  the  increase.  Then  in  addition 
there  are  other  institutions — such  as  the  Cotton  Exchange  or 
Clearing  at  Liverpool,  and  the  Railway  Clearing-house  in  London, 
all  of  which  effect  large  and  growing  exchanges  of  goods  and 
services  without  the  intervention  of  money. 

In  order  to  ascertain  more  completely  how  far  the  organic 
development  of  credit  and  clearing  has  gone,  and  what  room 
there  is  for  further  growth,  the  following  points  are  suggested  for 
inquiry : — 

1.  What  has  been  the  extension  of  banking,  of  banks,  and  of 
clearings  during  the  last  twenty  or  thirty  years. 

2.  Are  bills  of  exchange  diminishing  in  number  and  amount, 
and,  if  so,  does  any  other  form  of  credit  take  their  place  ? 

3.  What  has  been  the  effect  of  the  telegraph  on  the  use  of 
currency  ? 

4.  What  has  been  the  increase  of  post-office  and  postal  orders, 
and  postage  stamps  ? 

5.  To  what  extent  has  the  transfer  of  securities  taken  the 
place  of  gold  in  international  trade  ? 

*  See,  for  England  as  regards  note  issues,  Mr.  J.  B.  Martin's  paper  in  the 
Journal  of  the  Institute  of  Bankers  of  March,  1880,  and  as  regards  deposits  and 
banking  statistics  generally,  Mr,  Dick's  paper  in  the  same  Journal  of  June,  1884. 
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6.  Is  more  or  less  gold  or  silver  now  used  in  paying  wages 
than  was  formerly  used  ? 

7.  Do  the  railways,  who  have  large  ready-money  transactions, 
use  more  or  less  gold  than  formerly  ?  * 

8.  What  other  clearing  organisations  are  there,  and  what  is 
their  effect  on  currency  ? 

It  will  be  difficult  enough  to  get  this  information  for  England ; 
but  in  order  to  make  the  information  of  real  value,  it  ought  to  be 
got  for  other  countries  as  well. 

2.  TEMPORARY  FLUCTUATIONS  OF  CREDIT  DEPENDING  ON  EXPEC- 
TATION OF  THE  DISTANT' AND  FUTURE.  THESE  ARE  TRADE 
FLUCTUATIONS,  AND  THE  CURRENCY  QUESTION  THUS 
BECOMES  A  TRADE  QUESTION. 

The  Other  kind  of  change  in  the  quantity  of  debt  or  credit  is 
the  rise  and  fall  which  take  place  in  it  according  as  the  times 
are  good  or  bad.  So  far  as  credit  consists  in  the  conversion  into 
a  present  economic  quantity  of  future  and  distant  receipts,  there 
is  in  it  a  large  element  of  belief,  of  hope,  and  of  apprehension. 
This  may  be  well  founded  or  ill  founded,  but  whether  well  or  ill 
founded,  it  has  a  very  real  effect  on  the  demand  for  and  on  the 
supply  of  credit.  If  it  is  well  founded  all  goes  well.  Demand 
and  supply  satisfy  one  another.  Prices  rise  or  fall,  and  credit 
increases  or  diminishes  with  them;  is  created  and  returns  into 
itself,  without  disappointment  and  without  disturbance.  But 
human  hopes  and  beliefs  seldom  turn  out  in  exact  correspondence 
with  the  facts.  When  men  believe  that  everything  is  going  to 
turn  out  well,  that  their  undertakings  are  going  to  produce  great 
results,  that  there  is  going  to  be  a  great  demand  for  commodities, 
and  that  prices  are  going  to  rise,  speculators  and  borrowers 
are  ready  to  pay  a  large  price  for  present  cash,  or  for  the  credit 
of  those  whose  promises  are  equal  to  cash ;  whilst  lenders,  who 
are  sympathetically  affected  by  the  same  hopes  and  beliefs  in  the 

*  It  does  not  appear  that  any  great  change  has  taken  place  in  recent  years. 
But  from  estimates  derived  from  the  practice  of  one  great  railway,  it  would  appear 
that  the  whole  business  of  the  railways  of  the  United  Kingdom,  which  amounts  to 
^70,000,000  of  yearly  receipts  and  /^yo, 000, 000  of  yearly  outgoings,  and  which 
probably  involves  a  greater  use  of  cash  than  any  other  large  business,  is  carried  on 
with  about  500,000  sovereigns.  See  App.  IV.,  p.  93,  to  the  Third  Report  of  the 
Gold  and  Silver  Commission. 
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distant  and  the  future,  are  ready  to  stretch  their  resources  to  the 
utmost  in  order  to  gain  the  large  interest  which  borrowers  are 
ready  to  give.  Hence  in  sanguine  times  of  rising  trade  and 
speculation  there  is  a  large  increase  of  debt  or  credit.  This  is 
in  effect  an  increase  of  the  circulating  medium,  and  prices  rise 
too.  When  over-sanguine  speculations  have  produced  more  of 
anything  than  men  are  ready  to  purchase  or  consume  at  the 
expected  prices,  or  when  from  any  other  cause  expectations  are 
disappointed — and  it  seldom  happens  that  some  of  the  expecta- 
tions of  a  sanguine  time  are  not  disappointed— the  mental  attitude 
of  men  changes ;  behef  in  the  future  and  the  distant  is  no  longer 
what  it  was ;  some  borrowers  are  unable  to  meet  their  engage- 
ments ;  debtors  generally  are  unwilling  or  unable  to  pay  the 
large  interest  demanded ;  creditors  are  cautious  and  draw  in  their 
loans ;  debt  and  credit  are  contracted ;  the  circulating  medium 
diminishes,  and  prices  fall. 

The  character  and  effect  of  changes  of  this  kind  in  the  quantity 
of  credit  are  altogether  different  from  the  change  which  I  have 
termed  the  organic  development  of  credit. 

They  are  essentially  fluctuating  in  their  character,  and  their 
effect  is  not  permanent.  They  are  not  organic  growth,  but 
temporary,  and  sometimes  feverish,  changes  in  the  constitution  of 
commerce.  The  effect  of  every  such  change  on  prices  is  generally, 
for  the  time  it  lasts,  much  stronger  than  that  of  the  organic 
development  of  credit,  and  operates,  according  to  the  nature  of 
the  change,  in  opposite  directions,  either  to  raise  or  to  lower 
prices.  When  it  operates  to  lower  prices  it  does  so  much  more 
powerfully  than  any  organic  development  of  credit  can  operate  in 
raising  them.  It  is  impossible  to  distinguish  this  effect  on  prices 
from  that  caused  by  over-production,  which  is,  indeed,  itself  one 
principal  effect  of  the  expansion  and  one  principal  cause  of  the 
contraction  of  credit. 

From  the  recurrence  of  these  fluctuations  at  comparatively 
short  intervals  in  the  period  prior  to  1872,  and  from  the  con- 
tinuance of  low  prices  from  that  time  to  1887  or  1888,  it  has  been 
argued  that  the  present  depression  of  prices  is  not  the  conse- 
quence of  one  of  the  ordinary  fluctuations  in  credit  of  which 
we  are  speaking.  But  this  conclusion  has  been  hastily  assumed ; 
and  one  of  the  points  we  have  to  consider  is  whether  the  present 
depression  of  prices  is  not  still  largely  due  to  a  reaction  from 
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the  very  unwonted  speculations  of  the  times  immediately  prior 
to  1872-3. 

It  is  obvious  that  this  view  of  the  effect  of  the  fluctuations  of 
credit  on  prices  opens  out  questions  much  wider  than  those  which 
are  ordinarily  known  as  currency  questions,  and  which  are  gener- 
ally confined  to  the  supposed  effect  of  bank-notes  and  gold.  If 
credit  depends  for  its  amount  on  trade  fluctuations,  if  the  greater 
part  of  the  circulating  medium  consists  of  credit,  and  if  prices 
depend  on  the  amount  of  the  circulating  medium,  then  the 
currency  question  becomes,  as  Mr.  Bagehot  said,  a  commercial 
question,  and  the  real  remedy  for  dangerous  fluctuation  in  prices 
is  to  be  found,  not  only  in  placing  the  relation  of  gold,  silver,  and 
notes  on  the  best  possible  footing  (a  thing,  no  doubt,  most 
desirable  in  itself),  but  in  a  proper  limitation  of  credit,  and  in  a 
good  law  of  debtor  and  creditor;  insuring,  so  far  as  law  can 
insure  anything  of  the  kind,  that  men  shall  not  incur  debts  without 
the  means  of  paying  them,  and  that  all  obligations  and  promises 
to  pay  shall  be  duly  performed. 

BUT  THESE  FLUCTUATIONS  MAY  STILL  BE  AFFECTED  AT  SOME 
POINTS  BY  GOLD. 

But  this  does  not  settle  the  question  we  have  in  hand. 
Currency  in  the  shape  of  credit  may  fluctuate  with  trade  and  yet 
be  affected  by  the  stock  of  gold  for  the  time  being  and  by  changes 
in  it,  and  there  are  certainly  points  at  which  these  temporary 
fluctuations  of  credit  appear  to  come  in  contact  with  the  supply 
of  gold,  and  to  be  more  or  less  influenced  by  it. 

CREDIT  CONSISTS  OF  PROMISES  TO  PAY  GOLD. 

In  the  first  place  it  is  not  to  be  forgotten  that  all  credit  con- 
sists in  terms  of  obligations  to  pay  in  gold,  and  that  if  the 
discharge  of  all  these  obligations  were  really  effected  by  payment 
of  specie  the  amount  of  credit  must  be  exactly  limited  by  the 
amount  of  gold.  But  this  never  happens,  and  even  the  possibility 
of  such  a  thing  is  never  within  the  contemplation  of  practical  men. 
The  legal  liabiHty  is  there,  but  everyone  knows  that  it  will  not  be 
enforced,  that  it  cannot  be  enforced,  and  that  it  is  no  one's 
interest  to  enforce  it.  No  banker  dreams  that  all  his  customers 
will  ever  ask  him  for  all  their  money  at  once.    If  he  did,  his 
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business  would  be  at  end.  Even  less  do  merchants  discharge  or 
think  of  discharging  their  obligations  in  cash.  Still,  in  some  few 
instances  the  legal  liability  is  or  may  be  enforced,  and  in  cases 
where  creditors  find  it  profitable  to  procure  gold  for  exportation 
or  otherwise,  they  will  insist  on  payment  in  gold. 

GOLD  AND  SILVER  RESERVES. 

In  order  to  meet  these  cases  a  certain  reserve  of  gold  has  to 
be  kept.  What  the  amount  of  this  reserve  is,  what  proportion 
it  actually  bears  to  existing  liabilities,  and  what  proportion  it 
ought  to  bear  or  will  bear,  is  more  than  we  can  predicate.  The 
answer  to  these  questions  cannot  be  given  until  we  know  much 
more  of  the  organic  development  of  credit  than  we  now  know. 

THEY  BEAR  NO  FIXED  PROPORTION  TO  CREDIT  OR  DEBT. 

It  appears,  as  we  have  already  seen,  to  vary  in  different 
countries,  and  to  be  much  less  in  the  more  advanced  countries 
where  credit  and  debt  are  more  developed  than  it  is  in  countries 
where  they  are  less  developed.  The  whole  reserve  of  the  Bank  of 
England  and  of  the  Scotch  and  Irish  Banks  of  Issue  for  1885  is 
given  by  Dr.  Soetbeer  at  565,000,000  marks ;  that  of  the  Bank  of 
France  at  926,000,000  marks,  besides  a  large,  if  not  equal  amount 
of  silver ;  that  of  the  Italian  Bank  of  Issue  and  Treasury  at  about 
400,000,000  marks,  besides  silver;  that  of  the  Russian  State  Bank 
at  545,000,000  marks,  besides  a  large  amount  of  silver,  whilst  the 
metallic  reserve  of  the  German  banks,  gold  and  silver  included, 
is  given  at  nearly  1,500,000,000  marks. ^  These  figures  obviously 
bear  no  proportion  to  the  wealth  or  business  of  the  respective 
countries. 

The  amount  of  reserve  necessary  to  support  a  given  amount 
of  credit  or  liabilities  appears  to  vary  also  in  different  businesses 
and  institutions  in  the  same  country,  and  to  be  a  matter  to  be 
decided  by  practical  experience  or  by  habit  and  convention  in 
each  case,  and  not  by  any  fixed  general  rule  or  principle.!  In 
other  words,  the  proportion  of  gold  or  silver  in  reserve  which  is 
necessary  to  support  a  given  system  of  credit  is  varying  and 

*  Soetbeer' s  Materialen,  p.  70. 

t  See  discussion  in  Journal  of  Bankers'  Institute,  June,  1885. 
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uncertain,  and  all  we  can  say  about  it  is,  that  it  is  very  small  in 
proportion  to  the  fabric  of  credit  which  it  supports,  and  smallest 
in  the  most  advanced  nations.  They  retain  their  command  of 
gold,  as  England  now  does,  but  they  use  less  and  less  of  it.  So 
far,  therefore,  we  have  no  certain  relation  between  the  stock  of 
gold  and  credit. 

EFFECT  OF  A  SUDDEN  INCREASE  IN  THE  SUPPLY  OF  GOLD  ON 

CREDIT. 

There  are  certain  occasions,  however,  on  which  the  effect  of 
the  supply  of  gold  or  credit  becomes  apparent.  Such  were  the 
cases  of  the  Australian  and  Californian  gold  discoveries.  In  those 
cases  the  first  effect  was  to  raise  retail  prices  and  wages  in 
Australia  and  California,  and  the  subsequent  effects  were  to 
raise  the  wholesale  prices  of  goods  exported  to  these  countries, 
to  increase  the  supply  of  gold  in  the  banks  in  London  and 
other  centres  of  the  trade,  to  encourage  speculation  and  credit  in 
these  centres,  to  raise  prices  there,  and  finally  to  spread  the 
increase  of  gold,  of  credit,  and  of  prices  over  the  trading  world. 

This  was  the  direct  effect  of  the  great  gold  discoveries.  Their 
indirect  effect  was  probably  much  greater.  Concurring,  as  they 
did,  with  other  important  factors — such  as  Steam  and  Free  Trade 
— they  invited  colonisation  and  stimulated  enterprise.  The  dying 
father  in  the  fable  told  his  sons  to  dig  his  farm  for  the  treasure 
they  would  find  there  :  and  they  found  the  treasure,  not  in  gold 
or  silver,  but  in  the  increased  productiveness  of  the  soil.  Gold 
forms  a  small  part  of  the  present  wealth  of  Australia  or  California. 
It  has  been  said  that  no  miner,  however  great  his  gains,  ever 
made  a  permanent  fortune.  But  without  the  stimulus  given  by 
the  discovery  of  gold,  the  soil  and  cHmate  of  these  countries  might 
long  have  remained  strangers  to  the  industrious  millions  who  now 
make  them  the  source  of  untold  wealth.  The  discovery  of  gold 
has  thus  had  an  effect  far  stronger  and  wider  than  can  be  traced 
in  miners'  wages,  in  the  gold  poured  into  the  banks,  or  in  the 
credit  directly  founded  on  that  gold.  Human  hopes  were  ex- 
cited, credit  expanded,  and  enterprise  grew.  These  hopes  were 
realised  ;  the  credit  on  the  whole  proved  sound,  and  enterprise 
l)rospered,  not  so  much  because  more  and  more  gold  was  found, 
as  because  new  regions  of  varied  production  were  brought  into 
the  domain  of  human  industry. 
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It  is  worthy  of  notice  that  the  first  effect  in  this  case  was  upon 
wages  and  retail  prices,  and,  through  them,  upon  wholesale  prices. 
It  is  also  worthy  of  notice  that  the  effect  in  these  cases  was  due 
to  a  sudden  discovery  of  gold,  and  it  may  be  doubted  whether,  if 
the  increased  supply  had  been  gradual  instead  of  being,  as  it 
was,  sudden,  the  operation  would  have  been  the  same  in  kind  or 
in  degree  as  it  was.  But,  on  the  whole,  it  seems  probable  that 
any  considerable  increase  in  the  supply  of  gold  must  always  tend 
to  increase  the  superstructure  of  credit,  though  to  what  extent 
and  in  what  manner  depends  on  various  conditions,  and  is  im- 
possible to  predicate  with  precision  or  certainty. 

EFFECT  OF  A  DIMINUTION  IN  SUPPLY  OPERATES  ON  FLUCTUATIONS 
IN  CREDIT  THROUGH  THE  BANK  RESERVES. 

In  the  same  manner,  though  we  have  no  precise  evidence  on 
the  point,  it  is  probable  that  the  effect  of  a  diminution  of  supply 
of  gold  would  be  in  some  way  to  diminish  credit.  The  history 
of  the  Australian  and  Californian  supplies  of  gold  gives  us  no 
help  in  determining  how  such  a  diminution  would  operate;  for 
it  is  all  but  certain  that  it  could  not  possibly  operate  by  the  same 
channels,  though  in  an  opposite  direction,  by  which  those  supplies 
operated. 

Any  great  diminution  in  the  gold  supplies  of  the  world  would, 
however,  most  likely  be  visible  in  the  reserves  of  the  banks, 
and  the  effect  of  a  reduction  in  these  reserves  upon  credit  and 
upon  prices  is  beyond  doubt.  If  it  is  true  that  a  reduction  in 
the  supply  of  gold  diminishes  credit,  and  through  credit  prices, 
it  must  be  through  these  channels  that  it  affects  them;  for  we 
know  of  no  other  channel  by  which  it  can  come  into  contact  with 
them. 

When  the  reserves  of  gold  become  low — i.e.^  low  in  proportion 
to  the  liabilities,  according  to  the  standard  of  proportion  which 
may  in  each  case  have  been  adopted  as  the  proper  one — creditors 
take  alarm  and  restrict  credit  by  raising  the  rate  of  interest ;  in 
other  words,  by  charging  a  higher  price  for  capital.  Debtors  are 
then  compelled  to  pay  a  higher  price  or  to  diminish  their  borrow- 
ings. If  speculation  is  rife  and  profit  expected  to  be  large,  they 
may  pay  the  higher  price ;  but  if  their  expected  profits  will  not 
bear  the  additional  charges,  they  diminish  or  discontinue  their 


54 


WHAT  DO  WE  PAY  WITH  ? 


borrowings,  and  the  fabric  of  credit  contracts ;  in  other  words, 
the  circulating  medium  is  diminished,  and  prices  fall.  In  fact, 
precisely  the  same  thing  happens  with  credit,  as  a  circulating 
medium,  as  with  gold.  When  credit  expands  prices  rise,  when  it 
contracts  prices  fall.  So  far,  therefore,  as  the  supply  of  gold 
affects  the  reserves,  and  so  far  as  the  state  of  the  reserves  affects 
credit,  a  diminution  in  the  supply  of  gold  affects  prices,  and 
makes  them  fall. 

We  may,  therefore,  not  unreasonably  conclude  that  a  diminu- 
tion in  the  supply  of  gold  may  lower  prices ;  but  that  if  it  does 
so  it  must  have  that  effect  through  the  reserves,  since,  when 
prices  are  paid  in  credit  and  not  in  gold,  the  reserves  are  the  only 
channel  through  which  gold  can  reach  prices.  It  is  a  corollary 
from  the  above  reasoning  that  if  the  effect  of  a  diminution  in  the 
supply  of  gold  has  been  to  lower  prices,  that  effect  must  be  visible 
in  a  diminution  of  the  bank  reserves. 

THERE    ARE,    HOWEVER,    MANY    OTHER    AND    MORE  IMPORTANT 
CAUSES  OF  SUCH  FLUCTUATIONS. 

But  whilst  it  is  probably  true  that  an  increase  or  a  diminution 
in  the  supply  of  gold  affects  credit,  and  with  credit  prices, 
through  the  bank  reserves,  in  the  manner  above  described,  it  is 
perfectly  certain  there  are  many  other  causes  of  the  fluctuations 
of  credit;  and  it  is  also  obvious  that  these  other  causes  are 
far  more  important  and  efficient  in  their  operation  than  changes 
in  the  supply  of  gold.  Everything  which  increases  the  pro- 
ductive industry  of  mankind,  everything  which  makes  men 
believe  that  their  industry  is  going  to  be  more  productive,  leads 
them  to  borrow  and  to  lend,  to  increase  debt  and  credit,  and 
thus  to  augment  the  circulating  medium  by  which  dealings 
are  carried  on.  Everything  which  diminishes  men's  productive 
industries,  or  which  makes  men  believe  that  their  industry  is 
going  to  be  less  productive,  has  an  opposite  effect.  Times  of 
sanguine  speculation  are  times  of  high  prices,  and  times  of  de- 
pression are  times  of  low  prices  ;  but  no  one  will  attribute  the 
periods  of  speculation  and  of  reaction  to  which  we  are  accus- 
tomed, and  the  changes  in  price  which  accompany  them,  to  an 
increase  or  a  diminution  in  the  supply  of  gold.  The  speculative 
manias  and  the  reactions  of  1825,  of  1837-39,  of  1847,  of  1857, 
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of  1866,  all  accompanied  by  great  changes  in  prices,  were  due  to 
many  different  causes.  They  may  have  been  aggravated  or  alle- 
viated by  the  good  or  bad  management  of  bank  reserves ;  but  it 
is  to  the  more  or  less  well-grounded  opinion  of  men  concerning 
the  future  results  of  their  industry  and  their  dealings,  and  to  the 
thousand  different  causes  which  go  to  create  that  opinion,  that 
these  changes  were  really  due.  In  these  instances  it  was  no  great 
increase  of  gold  which  caused  the  high  prices ;  it  was  no  great 
loss  of  gold  which  caused  the  low  prices ;  these  were  due,  the 
one  and  the  other,  to  the  rise  and  collapse  of  credit  from  causes 
independent  of  gold.  If  the  visible  stock  of  gold  had  in  these 
cases  any  effect  on  credit  and  prices,  it  was  by  way  of  check  on 
undue  speculation,  and  fixing  a  limit  beyond  which  it  was  unsafe 
to  go  without  danger  of  bankruptcy.  The  real  causes  of  these 
and  similar  fluctuations  are  to  be  found  in  all  the  various  things 
which  promote  or  check  production,  and  which  raise  or  depress 
human  opinion  concerning  future  profit :  in  good  and  bad 
seasons  ;  in  peace  and  war ;  in  the  railway,  the  steamship,  and  the 
telegraph ;  in  the  invention  and  development  of  credit  itself ;  in 
the  stimulus  caused  by  the  gold  discoveries ;  in  a  thousand  other 
facts,  and  in  the  sound  and  unsound  hopes  created  by  these  facts ; 
and  in  the  reaction,  sound  or  unsound,  from  these  hopes.  Gold 
may  play  the  part  of  the  water  in  the  bottom  of  the  boiler,  and, 
possibly,  of  the  governor  which  checks  "excessive  speed ;  but, 
besides  this  there  are  the  expansive  and  incalculable  agencies  of 
heat  and  steam  which  really  do  the  work. 


VII.— REGULATION   OF  CREDIT. 

TWO  MODES  OF  REGULATING  CREDIT. 

These  views  concerning  credit  and  prices  are  confirmed  by  a 
consideration  of  the  means  which  are  found  efficient  in  con- 
trolHng  the  fluctuations  of  credit,  and  of  keeping  them  within  due 
bounds.  The  obvious  importance  of  such  regulations  is  rendered 
still  more  obvious  if  we  regard  them  as  a  means  of  giving  stability 
to  currency  and  of  preventing  mischievous  fluctuations  in  price. 
There  are  two  distinct  modes  of  regulating  credit. 


56 


WHAT  DO  WE  PAY  WITH? 


I.  A  PROPER  LAW  OF  DEBTOR  AND  CREDITOR,  INCLUDING 
BANKRUPTCY. 

The  first  limitation  is,  as  noticed  above,  to  be  found  in  an 
efficient  law  of  debtor  and  creditor,  which  shall  insure,  so  far  as 
law  can  insure  it,  that  every  promise  to  pay  shall  be  punctually 
discharged.  If,  with  Mr.  Macleod,  we  regard  coin  as  a  debt  to 
the  community  from  the  holder,  the  first  point  in  this  law  is  that 
the  gold  sovereign  shall  be  what  it  professes  to  be,  and  what  the 
nation  promises  that  it  shall  be,  viz.  a  piece  of  gold  of  a  certain 
weight  and  purity.  The  second  point  is,  that  bank-notes,  which 
are  promises  to  pay  a  fixed  quantity  of  sovereigns  on  demand, 
should  be  absolutely  and  immediately  convertible  into  gold. 
Whether  legal  convertibility  is  of  itself  sufficient  to  secure  actual 
convertibility,  or  whether  further  steps  are  necessary  for  that 
purpose,  need  not  be  discussed  here.  The  point  is  that  the 
note  will  be  sound  credit  if  gold  can  actually  always  be  obtained 
for  it  on  demand.  The  third  point,  which  is  really  as  important 
as  the  others,  so  far  as  fluctuations  in  prices  are  concerned,  is  that 
general  credit  shall  be  sound — in  other  words,  that  people  shall 
be  bound  to  pay  their  debts,  and  shall  feel  the  consequences  if 
they  fail  to  do  so  ;  that  is,  that  they  shall  be  visited  with  severe 
penalties  if  they  deliver,  issue,  or  circulate  promises  to  pay,  with- 
out having  sufficient  reasons  for  believing  that  they  will  be  able  to 
perform  them. 

The  point  of  view  from  which  a  law  of  bankruptcy  or  of  debtor 
and  creditor  is  generally  looked  at  is  that  of  the  injury  done  to 
the  creditor.  But  this  is  only  a  part  of  the  mischief  done  by  in- 
solvency. The  creditor  is  often  a  person  little  to  be  pitied,  who 
has,  by  his  own  carelessness  or  dishonesty,  contributed  to  the 
failure  by  which  he  suffers.  But  insolvency  is  a  public  evil.  The 
creation  of  false  credit,  the  making  of  promises  to  pay  where  there 
are  no  means  of  performing  them,  does  just  the  same  public 
mischief  as  the  issue  of  bad  money.  It  causes,  first,  an  inflation 
and  then  an  undue  collapse,  and  alters  prices,  to  the  injury  of  the 
honest  dealer,  just  as  the  issue  of  bad  money  does.  The  recent 
Bankruptcy  Act  was  not  only  a  creditors'  Act,  or  a  means  of 
punishing  dishonesty,  it  was  a  remedy  for  unsound  circulation. 
And  any  further  measures  of  the  same  kind,  such  as  a  bill  for 
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the  better  liquidation  of  joint  stock  companies,  which  has  been 
so  long  in  contemplation,  should  be  looked  at  from  this  point  of 
view. 

2.   RAISING  AND  LOWERING  THE  RATE  OF  DISCOUNT. 

The  law  of  bankruptcy  operates  by  way  of  penalties  on  the 
undue  creation  of  credit.  There  is  another  method  of  regulating 
credit,  viz.  the  raising  of  the  rate  of  discount  or  interest,  which 
operates  upon  credit  by  making  it  more  difficult  or  more  costly  to 
obtain  credit.  It  is  peculiarly  instructive  for  our  purpose,  since  it 
operates  upon  the  whole  circulating  medium,  whether  consisting 
of  credit  or  of  gold,  and  helps,  more  than  anything  else,  to 
illustrate  the  relation  between  them. 

To  raise  the  rate  of  discount  is  to  raise  the  price  of  capital. 
It  makes  borrowing  more  expensive  and  more  difficult,  and  thus 
prevents  or  restricts  the  increase  of  the  circulating  medium, 
whether  consisting  of  credit  or  of  gold,  with  which  men  make 
purchases.  It  is  the  means  by  which  the  holders  of  the  gold 
reserve,  when  they  find  that  it  is  falling  too  low,  prevent  gold 
from  leaving  the  country,  or  recall  it.  The  fact  that  this  plan  of 
checking  undue  speculation,  of  restricting  credit,  of  lowering 
prices,  and  of  keeping  a  reserve  of  gold,  is  acknowledged  to  be 
successful,  whilst  the  limitation  of  credit  in  the  form  of  bank- 
notes, attempted  by  the  Act  of  1844,  was  unsuccessful,  is  a 
strong  confirmation  of  Mr.  Macleod's  views.  A  restriction  of 
credit,  when  it  operated  on  bank-notes  alone,  failed  in  effecting 
the  objects  above  mentioned ;  when  it  operates  on  all  forms  of 
credit  it  is  successful,  or  at  any  rate  as  successful  as  any  attempt 
to  regulate  human  action  in  the  pursuit  of  gain  is  likely  to  be. 

The  rate  of  discount  has  special  interest  for  us,  since  it  is 
notorious,  from  the  bank  returns,  that  the  bank  rate  has  not  been 
higher  or  more  fluctuating  since  the  demonetisation  of  silver  than 
it  was  before ;  and  several  witnesses  have  urged  that  this  is  con- 
clusive evidence  that  there  has  been  during  that  period  no  com- 
parative scarcity  of  gold.  This  argument  is  very  important.  As 
I  have  said  above,  no  relation  between  the  supply  or  stock  of 
gold  and  wholesale  prices  has  been  shown  to  exist,  unless  it  is  to 
be  found  in  the  state  of  the  bank  reserves  of  gold,  and  in  the 
steps  necessary  to  maintain  these  reserves.  If,  therefore,  prices 
have  fallen  from  a  scarcity  of  gold,  that  scarcity  should  be  shown 


58 


WHAT  DO  WE  PAY  WITH  ? 


in  the  bank  reserves.  But  no  such  scarcity  has  been  shown. 
The  reserves  have  been  as  full  as  ever,  and  there  has  been  no 
increased  difficulty  in  maintaining  and  replenishing  them. 

On  the  other  hand,  it  is  said  that  the  rate  of  discount  is  the 
price  of  capital  and  not  of  gold ;  that  it  depends  on  causes  quite 
independent  of  the  supply  of  gold ;  and  that  it  may  be  high  or 
low  with  either  high  or  low  prices,  and  with  either  a  plentiful  or 
a  deficient  supply  of  gold. 

There  can  be  no  doubt  that  the  rate  of  discount  or  of  interest 
does  not  at  all  times,  or  indeed  in  general,  fluctuate  with  the 
supply  of  gold.  If  the  stock  of  gold,  relatively  to  demand,  were 
twice  as  great  as  it  is,  borrowers  might  borrow  twice  as  many 
sovereigns,  but,  cceteris  paribus^  the  rate  of  interest  would  not  be 
affected.  Ricardo  showed  very  clearly  that  an  increased  supply 
of  gold,  or  increased  issues  of  bank-notes,  could  permanently 
affect  the  rate  of  interest.  But  he  adds  a  note  that  he  assumes 
"confidence  " — i.e.,  credit — to  remain  the  same.  And  he  admits 
that  a  sudden  increase  of  currency  may  lower  the  rate  of 
interest."*  That  this  was  its  immediate  effect  in  the  case  of  the 
Australian  and  Californian  discoveries  seems  to  be  clear.f  And 
it  seems  equally  clear  that  a  sudden  diminution  of  the  supply 
would  raise  the  rate  of  interest.  This  is,  in  fact,  what  happens 
in  every  commercial  crisis  or  panic. 

The  way  in  which  the  matter  presents  itself  to  me  is  as  fol- 
lows :  There  is  a  certain  amount  of  reserve  of  bullion,  which  each 
commercial  nation  according  to  its  different  habits  and  circum- 
stances thinks  necessary.  The  proportion  of  this  to  dealings, 
to  credit,  to  liabilities,  differs  in  different  countries,  and  prob 
ably  from  time  to  time  in  the  same  country.  Upon  this  an 
immense  fabric  of  credit  is  erected ;  or,  rather,  I  should  say,  an 
immense  system  of  barter,  which  in  form  consists  of  promises  to 
pay  gold.  In  general,  no  one  dreams  of  gold  or  of  liability  to  pay 
gold.  Credit  rises  and  falls,  and  with  credit  prices,  from  a  thou- 
sand circumstances  quite  independent  of  the  supply  of  gold,  and 
prices  may  be  high  or  low  with  the  same  quantity  of  gold.  In 
times  when  men  are  sanguine,  credit  may  be  great,  prices  may 
be  high,  and  the  rate  of  discount  may  be  high  too,  because, 
though  credit  is  great,  the  demand  for  capital  is  greater  still. 

*  Ricardo  :  High  Price  of  Bullion,  MacCuUoch's  edition,  p.  286, 

f  See  Tooke  and  Newmarch's  History  of  Prices,  vol.  vi.,  pp.  232—236. 
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When  men  become  less  sanguine,  credit  may  diminish,  prices 
may  fall,  and  the  rate  of  discount  may  fall  also ;  because,  though 
credit  is  less,  demand  is  less  also. 

But  an  increased  supply  of  gold,  especially  if  sudden,  may, 
and  probably  will,  stimulate  credit  and  raise  prices.  In  such  a 
case  credit  will  be  expanded,  prices  will  be  high,  and  the  rate 
of  discount,  which  will  at  first  be  lowered,  may  afterwards  become 
high  also,  if  the  demand  rises  as  fast  as,  or  faster  than,  the 
supply. 

This  is  what  actually  happened  in  the  case  of  the  Australian 
and  Californian  gold  discoveries.  In  1851,  1853,  when  the  first 
new  supplies  arrived,  the  metallic  reserves  were  increased,  the  rate 
of  discount  was  lowered,  cost  of  production  was  kept  down,  credit 
was  high,  and  at  the  same  time  the  demand  for  labour  and  goods 
rose,  prices  increased,  and  wages  increased  in  a  still  greater  pro- 
portion. But  after  a  very  short  time  the  effect  of  the  increased 
demand  for  capital  was  to  raise  the  rate  of  discount,  which,  from 
this  and  other  causes,  began  to  rise  in  1853,  and  was  extra- 
ordinarily high  in  1855-1857,  whilst  prices  still  rose  until  the 
latter  year,  and  wages  rose  still  more  and  still  longer."^ 

On  the  other  hand,  when  credit  has  fallen  so  low  that  men 
see  before  them  the  possibility  of  having  to  redeem  their  promises 
in  gold ;  or  even  when,  without  actual  consciousness  of  this  sort, 
the  reserves  in  the  banks  fall  below  the  conventional  limit ; — a 
need  for  gold  is  felt  to  be  possible ;  and  the  rate  of  discount  is 
raised,  in  order  to  keep  it  or  to  recall  it  from  foreign  countries. 
In  this  case,  when,  ex  hypothesis  it  is  capital  in  the  form  of  gold, 
and  not  credit  or  any  other  form  of  capital,  which  is  needed,  the 
rate  of  interest  or  discount  becomes,  in  fact,  the  price  paid  for 
the  use  of  gold ;  and,  whenever  this  is  the  case,  a  comparison  of 
the  different  rates  of  interest  at  different  periods  becomes,  like 
the  prices  of  other  articles,  a  real  test  of  the  comparative  abund- 
ance or  scarcity  of  gold. 

RECENT  .FACTS  CONCERNING  THE  RESERVES  AND  RATE  OF 
DISCOUNT. 

Under  these  circumstances  both  the  reserves  of  gold  in  the 
banks  of  the  civilised  nations,  and  the  rate  of  interest,  become 

*  See  Tooke  and  Newmarch's  History  of  Prices,  vol.  vi.,  pp.  232 — 236. 
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important.  Dr.  Soetbeer  has  given  us  an  estimate  or  account  of 
these  reserves  for  several  years  (1877-1885),  and  they  are  as 
follows  : — * 


Million  Marks. 

Million  Marks. 

1877  . 

.  2,890 

1882  . 

.  4,070 

1878 

.  2,850 

1883  . 

.  4,600 

1879  . 

.  3.500 

1884  . 

.  4,880 

1880 

•  3>790 

1885  . 

.  5,040 

I88I 

.  3.900 

no 


question  been 
on  the  contrary,  a 


There  has,  therefore,  during  the  period  in 
reduction  in  the  bank  reserves  of  gold,  but, 
large  increase. 

Dr.  Neuman  Spallart,t  after  pointing  out  that  in  the  last  fifteen 
years  the  whole  circulation  of  the  civilised  world,  including  gold 
and  notes,  had  not  much  altered  in  amount,  says  : — 

"  The  special  characteristic  of  this  last  period  is  that  enormous 
quantities  of  the  precious  metals  have  been  collected  in  the 
treasuries  and  reserves  of  the  banks ;  the  increase  of  dead  and 
unproductive  treasure  from  1876  to  1885  may  be  reckoned  at  more 
than  2,400  million  marks  2,000,000) ;  and  from  these  facts, 
coupled  with  the  increased  use  of  commercial  and  banking  credit, 
it  is  clear  that  the  supply  of  money  (Goldstand)  in  the  markets  of 
the  world  was  an  abundant  one,  and  the  rates  of  discount  sank  to 
what  would  before  have  been  considered  an  impossible  minimum." 

In  the  Appendix  to  the  third  report  of  the  Depression  of 
Trade  Commission,  pp.  370  to  374,  and  in  Dr.  Soetbeer's 
"  Materialen,"  Part  VL,  we  have  a  statement  of  the  rate  of  in- 
terest or  discount  for  a  series  of  years.  From  these  tables  it 
appears  that  the  average  rate  of  discount  of  the  Bank  of  England 
was  : 


For 


the  five  years  ending  1865 
,,  1870 

1875 
1880 


The  records  of  the  banks  of  France  and  Germany  tell  a 
similar  story  of  increased  reserves  with  no  higher  rates  of  dis- 
count. 

If,  again,  we  look  to  the  fluctuations  in  the  rate  of  discount — 


*  Materialen,  1886,  p.  70. 

f  Uebersichten  der  Welitvirthschafi,  1887,  p.  454. 
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which,  even  more  than  the  actual  amount  of  the  rate,  tell  us 
what  have  been  the  needs  for  gold  and  the  apprehensions  of  the 
loss  of  gold  (the  hoisting  of  the  danger  signal,  as  it  has  been  called) 
— we  find,  indeed,  that  in  1873  there  was  a  quite  unusual  number 
of  fluctuations — viz.^  twenty-four — in  the  course  of  the  year.  But 
this  is  just  what  we  should  expect,  considering  that  in  1873  came 
the  collapse  after  the  unprecedented  inflation  of  the  previous 
years,  the  first  great  German  demand  for  gold,  and  the  payment 
of  the  French  indemnity. 

If,  however,  instead  of  taking  the  single  year  1873,  we  take 
the  thirteen  years,  1873  ^o  1885  inclusive,  and  if  we  compare 
them  with  the  thirteen  years  preceding  1873 — i.e.^  i860  to  1873 
inclusive — we  find  that  the  average  number  of  fluctuations  in  the 
rate  of  discount  in  the  Bank  of  England  was  10  per  cent,  per 
annum  in  the  years  i860  to  1872,  and  only  8 J  per  cent,  in  the 
years  1873  to  1885. 

More  striking  than  any  figures  is  the  diagram*  of  the  rates 
of  discount  from  1836  to  1885,  giving  the  changes  month  by 
month  in  a  form  which  strikes  the  eye.  Anyone  who  looks  at 
this  will,  I  think,  be  satisfied  at  a  glance  that,  if  the  rate  of 
discount  affords  any  evidence  of  an  abundant  or  a  deficient  supply 
of  gold,  there  is  nothing  in  the  rates  for  the  period  subsequent 
to  1873  to  show  that  there  has  been  any  less  abundance  of  gold, 
or  that  there  has  been  any  greater  difficulty  in  retaining  or  re- 
calling gold  during  that  period  of  alleged  comparative  scarcity 
and  of  low  prices,  than  there  had  been^in  the  previous  period  of 
alleged  comparative  abundance  and  of  high  prices. 

It  may,  perhaps,  be  said  that  the  diminution  of  supply  of 
gold,  or  increase  of  demand  for  gold,  in  1873,  had  an  influence 
at  the  time  on  the  rate  of  discount,  that  this  influence  was  then 
exhausted,  and  that,  according  to  Ricardo's  view,  it  cannot  be 
expected  to  have  had  any  permanent  influence  on  that  rate.  But, 
if  so,  the  same  argument  applies  to  its  influence  on  the  fall  of 
prices.  The  fall  of  prices  has  been  more  or  less  continuous  since 
1873 ;  and  a  diminution  in  the  quantity  of  gold,  which  exhausted 
its  effect  on  the  rate  of  discount  and  on  the  reserves  in  the  year 
1873,  cannot  have  had  a  continuous  effect  on  credit  and  prices 
for  the  following  fourteen  years. 

*  Published  by  Bates  &  Handy,  37,  Walbrook. 
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If,  then,  the  theory  above  suggested  is  the  true  one,  the 
figures  of  the  gold  reserves  and  of  the  rate  of  discount  do  show, 
as  the  witnesses  above  referred  to  have  urged,  that  there  has 
been  no  such  deficiency  in  the  supply  of  gold,  in  the  period  since 
1872,  as  to  account  for  any  contraction  of  credit'  or  lowering  of 
prices ;  and  that  for  the  causes  of  such  contraction  and  reduction 
we  must  look  to  other  causes. 

IMPORTANCE  OF  THE  ARGUMENT  FROM  THE  RATE  OF 
DISCOUNT. 

The  strength  of  the  argument  lies  in  the  fact  that  if  we  put 
aside  the  cases  of  retail  prices  and  of  wages,  which  are  considered 
below,  and  which,  as  we  shall  see,  scarcely  constitute  exceptions, 
no  connection  has  yet  been  shown  to  exist  between  gold  and 
prices  other  than  that  which  is  due  to  the  operation  of  the  gold 
reserve  upon  credit  and  of  credit  on  prices.  If  any  other  such 
connection  exists  it  rests  with  those  who  attribute  the  fall  in 
prices  to  scarcity  of  gold  to  show  that  it  exists ;  and  though 
challenged  to  do  so,  they  have  not  done  it.  If  no  other  such 
connection  exists,  and  if  the  gold  reserve  is  the  only  point  ot 
contact  between  the  stock  of  gold  and  prices,  then  the  level  of  the 
gold  reserve,  and  the  rate  of  discount  necessary  to  maintain  it,  give 
trustworthy  answers  to  the  question  whether  prices  are  lowered 
by  a  deficiency  in  the  supply  of  gold.  An  ordinary  level  of  gold 
in  the  reserve,  maintained  by  an  ordinary  and  ordinarily  steady 
rate  of  discount,  show  that  credit  has  not  been  restricted,  and 
consequently  that  prices  have  not  been  lowered,  by  reason  of  the 
want  of  gold. 

The  tendency  of  a  high  rate  of  discount  is  to  lower  prices, 
and  of  a  low  rate  of  discount  to  raise  prices,  by  operating  on 
credit.  But  it  does  not  follow  that  this  operation  is  uniform  or 
universal.  High  prices  may  go  with  a  high  rate  of  discount  and 
low  prices  with  a  low  rate.  The  rate  of  discount  is  the  price  of 
capital,  and  varies  with  the  proportion  of  demand  to  supply. 
The  supply  may  be  large,  but  if  the  demand  is  high,  as  it  is  in 
times  of  great  speculation,  the  price  or  rate  of  discount  may  also 
be  high.  In  such  a  case  a  high  rate  of  discount,  expanded 
credit,  and  high  prices  will  go  together.  The  years  1854  to  1858, 
in  which  the  effect  of  the  gold  discoveries  must  have  been 
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specially  felt,  were  years  of  an  unusually  high  rate  of  discount,  no 
doubt  because  the  stimulus  given  to  enterprise  had  expanded  the 
demand  for  capital  still  more  than  it  had  expanded  the  supply. 
So  in  bad  times  a  low  demand,  a  low  rate  of  discount,  con- 
tracted credit,  and  low  prices  may  go  together,  as  they  have 
done  lately. 

Lowered  prices,  less  demand  for  capital,  and  smaller  use  of 
capital  may  be  due  to  many  causes,  and  amongst  others  to  con- 
traction of  the  supply  of  gold.  If  it  could  be  shown  that  the 
converse  of  what  happened  in  the  case  of  the  Australian-  and 
Californian  discoveries  had  happened  recently — viz.  that  by 
reason  of  a  diminished  supply  of  gold  sovereigns  wages  had  first 
fallen,  that  then  retail  prices  of  things  used  by  workmen  had 
fallen,  and  finally  wholesale  prices— there  would  be  reason  for 
saying  that  the  ultimate  cause  of  the  lowering  of  wholesale  prices, 
of  the  contraction  of  credit,  and  of  the  smaller  use  of  and 
demand  for  capital,  was  to  be  found  in  a  deficiency  of  gold.  But 
it  is  notorious  that  this  is  not  the  case.  What  has  been  shown 
is  a  lowering  of  wholesale  prices,  coupled  with  a  lower  demand 
for  and  use  of  credit  and  capital,  and  if  wages  and  retail  prices 
have  fallen  it  is  as  a  consequence  of  the  lowering  of  wholesale 
prices. 

Any  lowering  of  wholesale  prices  may  be  due  to  a  great  num- 
ber of  causes ;  and  might  possibly  be  due,  amongst  other  things, 
to  a  deficiency  of  credit  caused  by  a  deficiency  of  the  gold  on 
which  credit  is  based.  If,  however,  it  were  due  to  these  causes 
it  would  only  be  through  the  cost  or  difficulty  of  obtaining 
capital,  and  evidence  of  this  cost  or  difficulty  would  be  seen  in 
the  price  paid  for  capital,  i.e.  in  the  rate  of  discount.  But,  as  a 
matter  of  fact,  no  such  evidence  is-  forthcoming,  and  its  absence 
affords  a  strong  presumption,  if  not  proof,  that  the  low  prices  and 
small  use  of  or  demand  for  capital  are  not  due  to  want  of 
gold. 

If  we  could  draw  curves  accurately  representing — 

1.  The  state  of  the  reserve  ; 

2.  The  rate  of  discount ; 

3.  The  expansion  and  contraction  of  credit ; 

4.  High  and  low  prices  ; 

we  should  probably  find  no  exact  relation  or  proportion  either  of 
agreement  or  opposition  between  them,  except  between  the  two 
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last.  High  credit  would  commonly  accompany  high  prices,  and 
low  credit  low  prices. 

A  great  addition  to  the  reserve  would  probably  cause  or 
precede  a  lowering  of  the  rate  of  discount,  expansion  of  credit 
and  higher  prices ;  and  a  sudden  fall  in  the  reserve  would  com- 
monly precede  a  raising  of  the  rate  of  discount,  contracted  credit 
and  lower  prices.  But  a  low  reserve  would  often,  if  not  generally, 
be  found  with  a  low  rate  of  discount,  and  a  low  rate  of  discount 
with  contracted  credit  and  low  prices ;  whilst  a  full  reserve 
might  be  found  with  a  high  rate  of  discount,  expanded  credit  and 
high  prices. 

So  various  and  so  complicated  are  the  different  factors  which 
go  to  make  the  fluctuations  in  these  different  commercial  pheno- 
mena that  it  is  only  in  very  few  cases  that  we  can  predicate  any 
fixed  or  certain  relation  between  them,  or  prophesy  the  one  from 
the  other.  One  thing,  however,  we  can  do.  If  at  a  given  time 
a  certain  feature  is  absent  from  one  of  them,  we  can  make 
sure  that  this  feature  is  not  the  cause  of  changes  in  the  others. 
Where  there  is  no  sinking  in  the  reserves  of  gold,  and  no 
abnormal  rise  in  the  rate  of  discount,  we  may  safely  conclude 
that  any  contraction  of  credit  and  fall  of  prices  that  may  have 
taken  place  are  not  due  to  any  such  sinking  or  to  any  such  rise. 
If,  in  addition  to  this,  it  is  true  that  it  is  only  through  the  reserves 
and  the  rate  of  discount  that  a  deficiency  in  the  supply  of  gold 
can  become  felt,  we  may  conclude  further  that  any  such  contraction 
of  credit  and  fall  of  prices  are  not  due  to  a  deficiency  in  the 
supply  of  gold. 

When  the  facts  above  noticed  concerning  the  reserve  and  the 
rate  of  discount  are  pointed  out,  we  are  sometimes  told  that 
they  are  the  consequence  of  the  depression  of  trade.  This  may 
be  true,  but  it  is  a  strange  argument  in  the  mouths  of  those  who 
attribute  the  depression  of  trade  to  a  want  of  gold.  "  There  is  a 
want  of  gold  which  is  causing  bad  trade,  and  at  the  same  time 
bad  trade  is  causing  abundance  of  gold  ! " 

In  short,  if  we  assume  that  low  prices  are  due  to  a  deficiency 
of  gold,  we  find  that  assumption  to  be  inconsistent  with  the  only 
evidence  that  we  possess  concerning  the  effect  of  gold  on  prices, 
viz.  that  furnished  by  the  reserves  and  the  rate  of  discount.  But 
if  we  assume  that  low  prices  are  due  to  other  independent 
causes,  such  as  the  cheapening  of  production  and  transport,  or  to 
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over-production  and  a  collapse  of  credit,  we  have  a  complete  and 
consistent  explanation  of  the  actual  state  of  the  reserves  and  the 
rate  of  discount* 

DEMAND    FOR    GOLD    AS  A  MEDIUM    OF    EXCHANGE    FOR  RETAIL 
DEALINGS  AND  WAGES. 

It  is  said  above  that  the  only  connection  of  gold  with  prices 
is  to  be  found  in  the  relation  which  the  reserves  and  the  means 
adopted  for  maintaining  the  reserves  bear  to  credit,  and  this  is 
perfectly  true  with  respect  to  wholesale  prices.  But  it  may  be 
said  in  reply  that  in  this  country  there  is  also  a  demand  for  gold 
for  retail  dealings  and  for  wages,  where  gold  is  to  a  large  extent  still 
actually  used  as  a  medium  of  exchange.  This  is  true  ;  but,  in  the 
first  place,  the  evidence  before  us,  whilst  it  shows  wholesale  prices 
to  have  fallen,  does  not  show  retail  prices  and  wages  to  have  fallen 
— or  to  have  fallen,  if  at  all,  to  anything  like  the  same  extent. 
Agricultural  wages  have  indeed  fallen  in  nominal  amount,  though 
not  to  the  same  extent  as  the  price  of  food ;  but  this  is  obviously 
due  to  the  fall  in  wholesale  prices  of  agricultural  produce  caused 
by  foreign  competition.  In  the  second  place,  the  supply  of  gold 
for  the  purpose  of  retail  payments  and  wages  is  drawn  from  the 
bank  reserves.  When  the  autumn  demand  for  cash  sets  in,  it  is 
from  the  bank  reserve  that  the  gold,  or  notes  equivalent  to  gold, 
are  drawn,  and  when  this  demand  ceases  it  is  to  the  bank  reserve 
that  the  gold  and  notes  return.  In  fact,  the  bank  reserve  is  the 
reservoir  from  which  all  demands,  wholesale  or  retail,  are  drawn  : 
and,  therefore,  in  the  state  of  the  bank  reserve,  and  in  the  mea- 
sures adopted  to  maintain  and  replenish  it,  we  have  an  index  to 
the  whole  demands  of  the  country  for  gold,  including  the  demand 
for  retail  transactions  and  wages.;  and  if  the  reserve  shows  no  signs 
of  exhaustion  or  deficiency,  and  if  no  special  efforts  are  needed  to 
maintain  it  at  its  ordinary  level,  the  conclusion  seems  to  be  that, 
if  retail  prices  and  wages  have  fallen,  they  cannot  have  fallen  for 
want  of  a  sufficient  supply  of  gold. 

WANT  OF  STATISTICAL  INFORMATION. 

It  is  to  be  regretted  that  we  have  not  at  our  command  more 

*  The  relations  between  Gold,  the  Rate  of  Discount,  and  the  Prices,  both  of 
Goods  and  of  Investments,  are  further  discussed  in  the  article  headed  "  Gold  and 
the  Rate  of  Discount,"  pages  71  to  79  below. 
E 
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complete  statistics  on  this  subject.  If  we  had  materials  from 
which  to  draw  accurate  curves  representing  for  a  period  of  years 
for  all  important  trading  countries — 

1.  Commercial  credit  in  the  shape  of  bills  ; 

2.  Banking  credit  or  liabilities  in  the  shape  of  notes  and 
deposits ; 

3.  Banking  assets,  distinguishing 

a.  Temporary  securities, 

b.  Permanent  securities, 

c.  Metallic  reserves  in  gold  and  in  silver ; 

4.  The  rate  of  interest  and  discount ; 

5.  Commercial  prices  ; 

we  should  be  able  to  speak  with  more  certainty  of  what  must 
now  be  in  a  great  measure  theory  and  opinion.  To  what  extent 
it  may  be  possible  to  procure  this  information  is  well  deserving  of 
consideration ;  but  I  fear  that  there  is  no  prospect  of  procuring  it, 
or  any  approximation  to  it.*  Under  these  circumstances  the 
above  suggestions  are  put  forward  as  consistent  with  the  known 
facts.  They  appear  to  me  to  be  at  any  rate  more  satisfactory  than 
the  hypothesis  which  attributes  the  recent  fall  in  prices  to  a 
supposed  deficiency  in  the  stock  of  gold. 


VIII.— SUMMARY. 

SUMMARY. 

To  sum  up  this  long  paper.  It  deals  only  with  one^out  of  the 
many  questions  raised  in  the  recent  discussions  on  currency — viz., 
the  question  whether,  assuming  that  there  has  been  a  general  fall 
in  prices,  and  assuming  also  that  there  has  been  a  deficiency  in  the 
supply  of  gold  (both  of  which  are  matters  to  be  proved),  it  has 
been  proved  that  the  fall  in  prices  has  been  caused  by  the  want 
of  gold. 

There  are  clearly — in  improvements  of  production  and  trans- 
port, as  well  as  in  temporary  over-production  and  collapse  of 
credit — ^other  causes  for  the  fall  in  price  of  many,  if  not  of  most, 
of  the  articles  which  have  fallen;  and  it  has  not  been  proved 

*  See,  for  such  statistics  as  have  been  procured,  Mr.  J.  B.  Martin's  paper  on 
bank-notes  in  the  Journal  of  the  Institute  of  Bankers  of  March,  1880,  and  Mr. 
Dick's  paper  on  banking  statistics  in  the  same  journal  of  June,  1884. 
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that  the  fall,  or  the  greater  part  of  it,  is  not  due  to  such  other 
causes. 

The  distinction  is  a  very  important  one.  The  effect  of  a  fall 
in  price  arising  from  a  deficiency  of  gold  is  of  no  advantage  to 
the  world,  and  causes  injury  to  debtors  ;  whilst  the  effect  of  a  fall 
in  price  arising  from  increased  abundance  of  the  article  sold  is, 
generally  speaking,  and  in  the  long  run,  an  advantage  to  the 
world,  and  does  not  cause  injury  to  debtors. 

The  production  of  certain  articles  may,  however,  have  been 
in  excess,  and  to  this  cause,  and  to  the  consequent  collapse  of 
credit,  some  part  of  the  fall  in  price  may  be  due.  Even  if  so, 
it  has  nothing  to  do  with  want  of  gold. 

Assuming,  however,  that  the  fall  in  price  is  due  to  the  state 
of  the  circulation  and  not  to  the  increased  abundance  of  the 
articles  sold,  it  does  not  follow  that  it  is  due  to  a  want  of  gold. 

Gold  is  both  a  measure  of  value  and  a  medium  of  exchange, 
but  it  is  not  the  only  medium  of  exchange. 

Credit  or  debt  in  advanced  countries  is  taking  the  place  of 
gold  as  a  medium  of  exchange,  and  in  wholesale  dealings  has 
taken  its  place  altogether. 

It  is  to  credit  or  debt,  therefore,  and  not  to  gold,  that  we 
must  look  as  the  immediate  regulator  of  prices.  The  value  of 
gold,  which  varies  inversely  as  price,  depends  upon  supply  and 
demand.  When  credit  takes  the  place  of  gold,  the  demand  for 
gold  as  a  medium  of  exchange  pro  tanto  ceases.  Credit  has  taken 
the  place  of  gold  in  all  wholesale  and  in  many  retail  dealings, 
and  is  taking  its  place  more  and  more.  The  notion,  therefore, 
that  increased  trade  and  population  necessarily  creates  a  greater 
demand  and  a  higher  value  for  gold  as  a  medium  of  exchange  is 
essentially  false,  and  to  ascertain  what  the  demand  for  and  conse- 
quent value  of  gold  really  is,  we  must  ascertain  in  detail  for  what 
purposes  gold  is  really  used  and  to  what  extent. 

Credit,  however,  has  certain  relations  to  gold,  and,  if  it  could 
be  shown  that  the  quantity  of  credit  varies  exactly  with  the 
quantity  of  gold,  a  diminution  in  the  supply  of  gold  would  affect 
credit  proportionately,  and  with  credit  prices.  But  this  cannot 
be  shown.  The  real  relations  between  gold  and  credit  appear  to 
be  the  following  : — 

Gold  is  the  measure  of  value  as  well  as  a  medium  of  ex- 
change, and  as  all  credit  is  expressed  in  terms  of  gold,  any 
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alteration  in  the  value  of  gold  affects  proportionately  the  vcdue 
of  each  item  of  the  whole  fabric  of  credit.  The  value  of  gold 
depends  upon  demand  as  well  as  on  supply,  and  the  cessation  of 
the  demand  for  gold  as  a  medium  of  exchange  pro  tanto  diminishes 
its  value,  and  with  it  the  value  of  each  item  of  credit  of  which  it 
is  the  measure. 

At  the  same  time  gold  is  only  the  measure  of  value  by  being 
a  possible  medium  of  exchange,  and  credit  is  legally  convertible 
into  gold.  Some  reserves  of  gold  must  be  kept  to  meet  this 
liability.  They  are,  however,  comparatively  small,  and  seldom 
used  or  needed  in  actual  payments,  and  day  by  day  they  are 
needed  and  used  less  and  less.  Gold  is  a  potential  medium  of 
exchange,  but  bears  a  small  and  ever-decreasing  proportion  to 
credit,  which  is  the  actual  medium. 

Alterations  in  the  quantity  of  credit  are  of  two  different 
kinds  : — 

There  is,  first,  the  organic  development  of  credit  and  of 
clearing,  which  in  the  form  of  bills,  bank  deposits,  &c.,  and  of 
the  "set-off"  or  "clearing"  of  these  against  one  another  is 
constantly  progressing,  and  is  causing  credit  to  become  more 
and  more,  and  gold  to  be  less  and  less,  the  medium  of  exchange. 
This  growth  of  credit,  and  of  clearing,  has  no  direct  dependence 
on  the  quantity  of  gold,  and  is  likely  to  be  more  rapid  as  the 
quantity  of  gold  becomes  less.  It  supplements  gold,  and  its 
tendency  is  to  arrest  a  fall  in  prices. 

There  is,  secondly,  the  temporary  expansion  and  contraction 
of  credit,  which  we  know  as  good  and  bad  times.  This  has  a 
very  great  and  overpowering  influence  on  prices. 

A  great  and  sudden  increase  in  the  supply  of  gold  is  one  of 
the  causes  of  expansion  of  credit.  Since  credit  consists  in  form 
of  obligations  to  pay  gold,  the  possibility  of  obtaining  gold  with 
which  to  pay  is  a  limit  of  credit,  and  restricts  its  undue  expansion. 

But  there  are  a  number  of  other  causes,  such  as  improvements 
in  production  and  transport,  scientific  discoveries,  war  and  peace, 
&c.  &c.,  which  have  far  more  powerful  effects  on  the  expansion 
and  contraction  of  credit.  What  happens  to  gold  is  only  one 
among  many  causes,  and  not  among  the  most  efficient.  Credit 
may  bo  high  so  as  to  cause  high  prices,  or  low  so  as  to  cause 
low  prices,  without  any  change  in  the  supply  of  gold. 

The  elasticity  of  credit  makes  it  a  most  powerful,  and  also  a 
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most  dangerous,  instrument.  The  remedies  for  its  improper  ex- 
tension are  instructive  and  illustrative.  The  first  remedy  is  a 
good  law  of  debtor  and  creditor,  which  makes  it  penal  to  issue 
false  or  unsound  promises.  It  is  necessary,  not  only  for  the  sake 
of  justice  to  the  creditor,  but  because  improper  credit  is  an  undue 
inflation  of  the  circulating  medium. 

The  second  remedy  is  to  raise  the  rate  of  discount.  This 
operates  on  all  capital,  gold  or  money  as  well  as  credit.  It 
makes  them  more  expensive  and  difficult  to  obtain,  and  thus 
restricts  the  use  of  them  and  lowers  prices. 

This  is  done  when  the  reserves  of  gold  run  low.  As  all  credit 
is  in  form  a  promise  to  pay  in  gold,  there  is  an  ultimate  possi- 
bility of  a  demand  to  pay  in  gold,  and  the  reserve  is  kept  to  meet 
this  possibihty.  It  thus  forms  a  connection,  and  is  the  only  known 
connection,  between  the  quantity  of  gold  and  prices.  Conse- 
quently, the  fact  that  in  the  period  since  the  demonetisation  of 
silver  the  reserves  have  been  maintained  at  their  former  amount, 
and  even  on  the  whole  at  a  higher  amount  than  they  were  before, 
and  that  this  has  been  done  without  raising  the  rate  of  discount 
higher  or  more  often  than  before,  affords  a  presumption  that  the 
fall  in  prices  has  not  been  due  to  a  scarcity  of  gold. 

CONCLUSION. 

This  paper  is  confined  to  a  small  part  of  the  case  which 
the  Gold  and  Silver  Commission  had  to  consider.  It  does 
not  touch  the  question  of  exchanges,  the  mischief  or  inconvenience 
which  India  is  suffering,  or  the  dislocation  of  trade  between  gold- 
and  silver-using  countries. 

It  relates  solely  to  the  so-called  appreciation  of  gold ;  and,  in 
dealing  with  that  question,  it  leaves  on  one  side  the  allegations 
that  all  gold  prices  have  fallen ;  that  this  fall  is  an  evil ;  that  it 
has  arisen  from  the  demonetisation  of  silver ;  and  that  it  can  be 
remedied  by  the  rehabilitation  of  silver — all  of  which  have  to 
be  proved.  It  leaves  also  on  one  side  the  cardinal  questions 
whether  a  deficiency  in  the  stocks  of  gold  has  been  proved,  and 
whether  improvements  in  production  and  transport,  coupled  with 
over-production  and  collapse  of  credit,  which  have  certainly  con- 
tributed to  the  fall  in  gold  prices,  will  not  account  for  the  whole 
fall. 
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It  deals  at  greater  length  with  the  questions — "Whether  there 
is  any  such  connection  between  gold  and  prices  as  to  justify  us 
in  assuming  that  a  deficiency  in  the  supply  of  gold,  supposing  it 
to  be  proved,  is  necessarily  followed  by  a  proportionate  fall  in 
prices?"  "Whether  the  introduction  and  growth  of  credit  as  a 
circulating  medium  has  not  materially  altered  the  conditions  of 
the  problem  ?  "  and  "  Whether,  so  far  as  the  connection  between 
gold,  credit,  and  prices  can  be  traced,  the  present  actual  circum- 
stance of  that  connection  do  not  raise  a  presumption  that  there 
has  been  no  such  deficiency  in  gold  as  to  affect  prices  ?  " 

I  am  conscious  of  the  great  difficulty  of  the  questions  raised 
in  this  paper,  and  of  the  probable  incompleteness  of  the  answers 
I  have  suggested.  The  path  is  uncertain ;  the  ground  full  of 
pitfalls ;  and  the  light  wanting — 

"  Quale  per  incertam  Lunam  sub  luce  maligna 
Est  iter  in  silvis." 

It  was  written,  so  far  as  the  purpose  of  the  late  Royal 
Commission  was  concerned,  as  an  argument  to  show  that  we 
have  at  present  no  right  to  assume  that  the  recent  fall  in  prices 
is  owing  to  a  deficiency  in  the  supply  of  gold,  much  less  to  advise 
any  serious  alteration  of  our  currency  on  that  ground. 

But  the  questions  raised  by  it  are  of  great  importance,  theoretic- 
ally and  practically,  without  any  reference  to  the  question  of 
bimetallism,  or  indeed  to  any  special  practical  measure ;  and  it  is 
as  a  contribution  to  the  discussion  of  economical  questions  that  I 
now  republish  it. 
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GOLD  AND  THE  RATE  OF  DISCOUNT. 


This  paper  is  supplementary  to  the  observations  on  the  Rate  oj 
Discount  contained  in  preceding  pages.  It  was  suggested  by  various 
criticisms.,  and  especially  by  an  interesting  pamphlet  published  in 
1888  by  Mr.  Charles  Gairdner,  of  the  Union  Bank  of  Scotland."^ 


ARGUMENTS  AGAINST  THE  SCARCITY  OF  GOLD   FOUNDED  ON  LOW 
RATES  OF  DISCOUNT. 

Witnesses  who  deny  a  scarcity  of  gold  have  used  an  argument 
founded  on  the  rate  of  discount.f  It  is  a  fact  that  the  rate  of 
discount  has  been  lower  and  less  fluctuating  during  the  last 
fifteen  years  than  during  the  fifteen  years  which  preceded  them ; 
and  since  to  raise  the  rate  of  discount  is  the  acknowledged  mode 
of  procuring  or  maintaining  a  supply  of  gold — since,  in  short,  it 
is  the  price  paid  for  the  use  of  gold — it  is  argued  that  the  de- 
monetisation of  silver,  which  occurred  during  the  early  part  of 
this  period,  cannot  have  had  the  effect  of  causing  a  scarcity  of 
gold ;  and  that  there  has  in  fact  been  no  scarcity  of  gold  in  that 
period  compared  with  previous  years. 

It  is  further  argued  that  no  gold  is  actually  used  in  wholesale 
dealings ;  that  the  only  known  connection  between  gold  and 
wholesale  prices  is  an  indirect  connection  arising  out  of  the 
relation  which  the  rate  of  discount  bears  to  the  gold  reserves  of 
the  banks  on  the  one  hand  and  to  prices  on  the  other ;  that  an 
additional  supply  of  gold  tends  to  a  fall  in  the  rate  of  discount, 
and  to  a  rise  in  prices ;  whilst  a  scarcity  or  want  of  gold  tends 
to  a  rise  in  the  rate  of  discount,  and  a  rise  in  the  rate  of  discount 
to  a  fall  in  prices ;  and  that,  consequently,  when  it  can  be 
shown  that  the  ordinary  supplies  of  gold  have  been  maintained 
without  any  extraordinary  rise  or  fluctuations  in  the  rate  of  dis- 
count, it  may  be  inferred  that  there  has  been  no  such  scarcity  or 

*  "  Constitution  and  Course  of  Money  Market,"  Maclehose,  Glasgow,  1888. 
t  See,  for  this  argument,  pp.  57  to  64  ante. 
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want  of  gold  as  to  cause  a  fall  in  prices.  In  short,  it  is  argued 
that  the  state  of  the  rate  of  discount  for  the  last  fifteen  years 
affords  a  strong  presumption,  if  not  proof,  that  there  has  been  no 
unusual  want  or  scarcity  of  gold,  and  that  any  fall  of  prices  which 
may  have  occurred  is  not  due  to  any  such  want  or  scarcity. 

ARGUMENT  IN  FAVOUR  OF  SCARCITY  OF  GOLD  FOUNDED  ON  LOW 
RATE  OF  DISCOUNT. 

On  the  other  hand  competent  persons  have  urged  that  a 
low  rate  of  discount  is  not  only  entirely  consistent  with  failing 
suppHes  of  gold,  and  with  prices  lowered  by  reason  of  such  failure, 
but  is  exactly  what  might  be  expected  from  such  causes ;  and 
that,  consequently,  so  far  from  proving  that  there  has  been  no 
scarcity  of  gold,  a  low  rate  of  discount  tends  to  show  that  there 
has  been  such  scarcity.  In  support  of  this  view  it  is  said  that 
when  prices  of  goods  are  falling,  the  demand  for  money  is  weak  ; 
the  money  market  is  overstocked ;  and  the  price  traders  will  pay 
for  it — in  other  words,  the  rate  of  discount — -is  low.  At  the  same 
time  the  demand  for  long  investments  increases  ;  the  prices  of 
securities  rise  ;  and  the  interest  which  can  be  obtained  on  such 
securities  falls.  This,  it  is  said,  is  especially  the  case  with  securi- 
ties the  interest  of  which  is  fixed  and  is  payable  in  gold ;  since 
the  rise  in  the  value  of  gold,  due  to  its  actual  and  apprehended 
scarcity,  gives  additional  value  to  such  securities.  Such,  it  is 
said,  is  the  state  of  things  which  has  actually  been  happening 
during  the  last  fifteen  years,  and  which  is  now  going  on ;  and  so 
far  from  being  inconsistent  with  the  views  of  those  who  maintain 
that  there  has  been  and  is  a  scarcity  of  gold,  it  gives  support  to 
them. 

Both  of  these  arguments,  on  the  one  side  and  the  other,  de- 
serve careful  consideration,  for  both  of  them  are  advanced  by 
thoughtful  and  experienced  men.  In  the  following  observations 
I  have  tried  to  weigh  and  reconcile  the  opposing  arguments, 
feeling  at  the  same  time  how  abstruse  the  subject  is,  and  what 
special  difficulties  it  presents  to  one  who  is  not  familiar  with  the 
practice  of  the  money  market. 

The  question  with  which  we  are  principally  concerned  is,  it 
must  be  remembered,  not  so  much  whether  a  low  rate  of  discount 
is  consistent  with  low  prices,  or  whether  low  and  falling  prices 
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tend  to  produce  a  low  rate  of  discount,  as  whether  the  low  prices 
are  themselves  caused  by  a  want  of  gold. 

\VHAT  IS  THE   "  MONEY  "  THAT  MEN  BUY  WITH   DISCOUNT  ? 

We  ought  in  the  first  place  to  understand  clearly  what  the 
thing  or  substance  is  which  men  buy  with  discount ;  and  for 
which  under  different  circumstances  they  pay  a  higher  or  a  lower 
rate  of  discount.  In  the  former  paper  I  have  tried  to  give 
some  answer  to  this  question.  The  discussion  is  too  long  to  be 
repeated  here ;  but  the  following  is  a  summary. 

There  is  something — call  it  Floating  Capital,  or  Currency,  or 
Circulation — out  of  which  all  wholesale  and  many  retail  purchases 
are  made.  In  the  phrase  of  the  City — which  I  believe  to  be  more 
accurate  than  the  language  of  economical  writers  and  philo- 
sophers— it  is  called  "  Money,"  and  it  is  by  this  name  that  I  shall 
describe  and  refer  to  it  in  these  observations.  It  consists  partly 
of  gold ;  still  more  of  bank-notes  ;  and  most  of  all  of  bankers' 
credit — operated  on  by  cheques.  These  two  last  have  some 
reserves  of  gold  to  back  them ;  but  the  quantity  of  gold,  at  any 
rate  in  the  case  of  credit,  bears  no  fixed  relation  to  the  quantity 
of  credit  based  on  it,  and  is  often  very  small  in  proportion. 

Discount,  like  interest,  is  the  price  paid  for  the  immediate  and 
temporary  use  of  this  floating  capital  or  "money."  It  is,  in  fact, 
the  hire  or  rent  of  "money"— but,  unlike  interest,  it  takes  the 
form  of  a  deduction  from  the  amount  lent.  The  rate  of  discount 
is  the  proportion  which  the  discount  or  amount  so  deducted  bears 
to  the  amount  advanced. 

The  rate  of  discount  depends  on  the  proportion  of  the  supply 
of  this  "  money  "  to  the  demand  for  it ;  and  of  these  two  factors 
the  demand  is,  as  will  be  seen  below,  probably  much  more  powerful 
in  its  immediate  and  temporary  effects  than  the  supply. 

SUPPLY  OF  THIS  "MONEY." 

As  regards  the  supply,  the  question  what  it  is  which  creates 
it,  and  what  it  is  that  limits  it,  is  not  without  difficulty.  The 
supply  probably  represents  both  past  savings  and  future  expecta- 
tions ;  things  already  realised  and  in  existence,  and  things  to  be 
realised  hereafter.    It  has,  as  above  mentioned,  some  relation  to 
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the  gold  reserves  of  the  banks  ;  but  a  very  ill-defined,  varying,  and 
uncertain  relation. 

In  times  of  pressure  and  panic,  men  think  of  the  possibility  of 
being  required  to  pay  in  gold ;  the  proportion  of  the  whole  mass 
of  "  money  "  to  gold  diminishes,  the  rate  of  discount  becomes  more 
and  more  the  price  paid  for  the  use  of  gold ;  and  the  rate  rises  to 
a  very  high  point.  At  other  times  an  increase  in  the  supply  of 
gold  may  enlarge  the  reserves,  increase  the  stock  of  "money," 
and  lower  the  rate  of  discount,  whilst  a  diminution  in  the  supply 
may  have  the  contrary  effects.  On  the  whole,  however,  in 
ordinary  times  the  men  who  buy  and  sell  money  think  little  about 
gold ;  gold  comes  and  goes  with  comparatively  small  effect  on  the 
rate  of  discount  or  on  prices ;  and  the  proportion  of  gold  reserves 
to  the  whole  stock  of  "money"  is  very  small. 

But  whatever  the  relation  between  gold  and  "  money "  may 
be,  it  is  through  this  relation,  and  through  this  relation  alone, 
that  an  increase  or  diminution  in  the  supply  of  gold  can  effect  the 
rate  of  discount ;  which,  as  we  have  seen,  is  the  price  paid  for  the 
use  of  "money."  If  therefore  we  find  that  at  any  particular  time 
the  rate  of  discount  is  low,  as  compared  with  the  rate  at  other 
times,  it  appears  to  be  quite  fair  to  conclude,  so  far  as  the  supply 
of  "money"  is  concerned,  that  there  is  at  that  time  no  such 
diminution  in  the  supply  of  gold  as  to  diminish  the  supply  of 
"money,"  and  thereby  cause  an  increased  price  to  be  demanded 
for  the  use  of  it. 

DEMAND   FOR  THIS  "MONEY." 

There  may  indeed  be  such  a  diminution  in  the  supply  of 
"  money  "  as  would,  if  it  stood  alone,  have  this  effect,  but  accom- 
panied by  such  a  diminution  in  the  demand  for  "money  "  as  to 
counteract  this  effect  and  to  keep  down  the  rate  of  discount. 
But  in  such  a  case  the  principal  factor  would  be  demand  rather 
than  supply  :  and  this  brings  us  to  the  question,  what  it  is  that 
creates  the  demand  for  "money,"  and  what  is  the  effect  of  that 
demand  on  the  rate  of  discount. 

The  demand  for  "  money  "  depends  on  the  expectation  of  a 
return  which  will  repay  and  more  than  repay  the  advance  and  the 
interest  or  discount  paid  for  the  use  of  it.  When  the  demand  for 
goods  is  active ;  when  men  are  sanguine ;  when  the  price  of  goods 
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is  rising  and  likely  to  rise ;  manufacturers  and  traders  will  pay  a 
large  price  for  the  use  of  "money,"  because  they  expect  a  large 
return.  In  such  cases  a  high  rate  of  discount,  like  all  other  high 
prices,  tends  to  check  speculative  purchases  ;  but  it  may  become 
very  high  before  it  depresses  a  sanguine  market,  and  a  high  rate 
of  discount  is  consistent  with  a  prolonged  period  of  active  specu- 
lation. When  the  demand  for  goods  is  uncertain  ;  when  men  are 
depressed ;  when  the  price  of  goods  is  falHng  and  likely  to  fall ; 
manufacturers  and  traders  will  pay  a  comparatively  small  price 
for  "  money,"  because  they  expect  a  smaller  return  ;  and  then  the 
rate  of  discount  falls.  "Money"  may  in  this  case  be  abundant 
and  cheap,  and  this  has  a  tendency  to  promote  speculation.  But 
the  demand  is  a  more  powerful  factor  than  supply,  and  with  a 
falling  market  for  goods,  a  low  rate  of  discount  is  to  be  expected, 
however  abundant  "  money  "  may  be. 

SUPPLY    OF    AND  DEMAND  FOR    THIS    "  MONEY "    NOT    A  SUPPLY 
OF  OR  DEMAND  FOR  GOLD. 

The  supply  of  and  demand  for  "money,"  of  which  the  rate  of 
discount  is  the  result  and  index,  is,  it  must  be  remembered,  not  a 
supply  of  or  demand  for  gold.  In  the  ordinary  transactions  of 
commerce — that  is,  in  the  purchase  and  sale  of  goods — no  gold  is 
used.  The  "  money  "  which  is  used  by  the  trader  in  his  purchases 
of  goods  is  part  of  the  "floating  capital"  above  referred  to;  and 
the  price  for  which  he  sells  his  goods  is  part  of  the  same  floating 
capital.  Both  the  one  transaction  and  the  other  are  practically 
settled  by  cheques.  Except  so  far  as  this  "money"  or  "floating 
capital "  itself  consists  of  or  depends  on  the  available  quantity  of 
gold,  gold  does  not  enter  into  the  transaction  at  all.  It  becomes 
obvious  therefore  how  remote  and  comparatively  unimportant  the 
effect  of  any  alterations  in  the  stock  or  supply  of  gold  which 
take  place  pending  an  ordinary  trade  transaction  must  be  upon 
the  result  of  that  transaction,  or  upon  the  rate  of  discount  which 
the  trader  is  willing  to  give.  The  changes  which  affect  the  trader 
in  his  ordinary  operations  are  changes  which  take  place,  or 
which  he  apprehends  as  probable,  between  the  time  at  which  he 
commences  his  operation,  makes  his  first  purchases  and  obtains 
his  first  advances,  and  the  time  when  he  repays  his  advances  and 
concludes  his  sales.    These  changes  may  possibly  be  changes  in 
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the  supply  and  value  of  "  money " ;  but  even  where  this  is  the 
case,  it  is  in  the  highest  degree  improbable  that  such  changes  in 
the  value  of  "  money,"  happening  in  so  short  a  time,  are  due  to 
changes  in  the  stocks  or  supplies  of  gold.  The  changes  to 
which  the  trader  or  manufacturer  really  looks  are  changes  affecting 
the  special  articles  in  which  he  trades.  The  really  important 
factor  is  the  demand,  actual  or  apprehended,  for  these  articles. 
It  is  this  demand,  and  the  prices  depending  on  it,  which  induce 
the  trader  or  manufacturer  to  give  a  higher  or  a  lower  price  for 
the  "  money  "  with  which  he  makes  his  purchase  ;  it  is  this  demand 
therefore  which  governs  the  rate  of  discount  more  than  the 
supply  of  "  money." 

EFFECT  OF  RISE  IN  VALUE  OF  GOLD  ON  PRICE  OF  SECURITIES. 

It  remains  to  consider  the  suggestion  that  a  rise  in  the  value 
of  gold  is  a  principal  factor  in  raising  the  price  of  securities,  and 
diminishing  the  interest  on  investments,  especially  such  as  have  a 
fixed  annual  return.  In  cases  where  the  proceeds  of  the  invest- 
ment are  not  fixed  sums,  but  are  to  depend  on  produce  and  its 
future  price,  then  the  price  or  value  of  the  investment  will  no 
doubt  be  affected  by  any  circumstances  which  affect  present 
apprehensions  concerning  the  future  price  of  such  produce.  In 
fact  the  purchase  of  the  investment  will  be  governed  by  the  same 
conditions  which  govern  advances  for  immediate  trading  purposes, 
only  that  they  will  be  made  with  a  view  to  a  longer  period. 

But  the  argument  above  mentioned  refers  specially  to  the 
case  of  investments  which  give  a  fixed  annual  return.  As  regards 
these  it  may  be  argued  with  much  apparent  force  that  if  it  is  the 
fact  that  gold  is  rising  in  value,  and  if  there  is  an  apprehension 
of  a  further  rise  in  its  value,  such  an  apprehension  will  have  an 
effect  in  inducing  investors  to  give  a  large  price  at  the  present 
time  for  a  fixed  annuity  payable  in  gold  sovereigns  or  other  gold 
coins  in  the  future.  This  view  is,  however,  open  to  criticism.  It 
assumes  that  the  investor  is  buying  with  his  "money"  gold  or 
promises  to  pay  gold.  But  this  is  not  the  case.  What  is  paid  as 
purchase  money  for  the  investment  is  the  "  money  "  of  the  present 
market,  which,  as  we  have  seen,  is  not  gold.  What  is  to  be 
received  by  way  of  interest  or  annual  proceeds  of  the  investment 
is  also  the  "money"  of  the  market — the  "money,"  not  of  the 
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present,  but  of  a  future  market.  A  purchase  of  consols,  i.e.^  of  a 
fixed  annuity  at  3  or  2  J-  per  cent.,  is  not  effected  by  the  transfer  of 
so  many  sovereigns,  nor  is  it  hkely  that  the  annuity  will  ever  be 
actually  paid  in  the  form  of  sovereigns.  The  real  value  of  the 
future  annuity  will  depend,  just  as  the  real  value  of  the  purchase 
money  now  depends,  on  the  purchasing  power  of  "money"  for  the 
time  being.  So  far  as  this  "  money  "  consists  of  or  depends  upon 
the  abundance  or  scarcity  of  gold,  so  far,  and  so  far  only,  will  the 
abundance  or  scarcity  of  gold  affect  the  real  value  of  the  annuity. 

REAL  CAUSES  OF  RISE  IN  PRICE  OF  SECURITIES. 

The  more  efficient  causes  for  such  a  rise  in  the  price  and  fall 
in  the  interest  of  securities,  as  we  see  at  the  present  time,  seem 
to  be  the  following  : — 

First : — The  abundance  and  cheapness  of  "  money  "  in  the 
market,  arising  partly  from  large  savings,  partly  from  the  difficulty 
of  employing  it  to  advantage  in  trade ;  and 

Secondly :— The  consequent  growing  conviction  that  the 
returns  which  accumulated  capital  can  earn  or  expect  to  earn 
in  any  shape  are  becoming  smaller  and  smaller. 

These  considerations  operate  as  powerful  motives  to  invest- 
ments which  promise  for  a  series  of  years  an  annual  return 
bearing  a  fixed  proportion  to  the  amount  invested,  whether  it  be 
measured  in  gold,  or  in  "  money,"  or  in  anything  else ;  and  they 
have  probably  a  much  greater  effect  on  men's  minds  than  any 
speculations  concerning  the  future  abundance  or  scarcity  of  gold. 

ANSWERS   TO  THE  ABOVE  ARGUMENTS  UNSATISFACTORY. 

To  the  preceding  arguments  the  following  answer  has  been 
made.  Admitting  that  the  effect  on  prices  of  any  increase  or 
diminution  in  the  supply  of  gold  must  operate  by  means  of  the 
rate  of  discount,  and  accepting  entirely  the  opinion  that  there  are 
other  causes  which  operate  more  powerfully  on  the  rate  of  dis- 
count, still,  any  alteration  of  the  rate  of  discount  caused  by  a 
decrease  in  the  supply  of  gold  must  have  had  a  permanent  effect 
on  prices,  whilst  alterations  otherwise  caused  may  have  had  only 
a  temporary  effect.    This,  it  is  said,  happens  as  follows  : — 

Where  a  diminished  supply  of  gold  has  caused  a  rise  in 
the  rate  of  discount,  and  where  this  rise  has  caused  a  fall  in 
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wholesale  prices,  gold  has  been  withdrawn  or  withheld  from  the 
businesses  and  operations  in  which  it  is  now  actually  used,  i.e.^ 
from  some  retail  business  and  from  wages  ;  the  retail  prices  in  this 
business  and  wages  have  fallen  in  consequence,  not  to  rise  again ; 
and  the  fall  in  wholesale  prices  caused  by  the  failure  of  gold  has 
become  stereotyped. 

The  subtlety  and  refinement  of  this  answer  is  a  good  illustra- 
tion of  the  difficulty  of  bringing  currency  hypotheses  to  any 
practical  test.  The  rejoinder  seems  to  be  that  this  supposed 
state  of  facts  is  entirely  in  the  air ;  that  such  knowledge  as  we 
possess  of  the  recent  condition  of  wages  in  gold-using  countries 
gives  no  support  to  it;  that  it  is  scarcely  consistent  with  the 
fact  that  gold  reserves  have  during  the  last  fifteen  years  been 
more  abundant  and  more  easily  maintained  than  in  the  previous 
period  of  high  prices ;  and  that  the  argument  itself  admits  that 
the  supply  of  gold  is  only  one,  and  that  a  subordinate  one,  of  the 
causes  which  affect  the  rate  of  discount  and  the  rise  and  fall  of 
prices. 

CONCLUSIONS  AS  TO  RELATIONS  BETWEEN  RATE  OF  DISCOUNT 
PRICES,  AND  GOLD. 

If  the  reasoning  contained  in  the  above  pages  is  correct,  it 
brings  us  to  the  following  answers  to  the  questions  with  which 
we  started : — 

First : — It  is  perfectly  true  that  a  low  rate  of  discount  is  not 
only  consistent  with  low  and  falling  prices,  but  is  what  might  be 
expected  to  follow  from  low  and  falling  prices,  whatever  may 
have  been  the  real  cause  of  such  prices. 

Secondly  : — It  is  also  true  that  low  and  falling  prices  and  a 
low  rate  of  discount  tend  to  raise  the  price  of  securities,  and  to 
lower  the  interest  of  investments  with  a  fixed  annual  return. 

Thirdly : — These  circumstances,  however,  lend  no  support  to 
the  theory  that  the  low  or  falling  prices  are  due  to  a  scarcity 
of  gold.  That  theory  assumes  that  there  is  some  connection 
between  gold  and  wholesale  prices  other  than  that  which 
operates  through  the  medium  of  the  rate  of  discount.  This 
assumption  is  necessary  to  the  support  of  the  theory,  and  it 
is  not  proved  or  supported  by  any  evidence  or  argument  what- 
ever.   If  it  could  be  shown  that  such  a  connection  exists,  and  if 
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it  could  at  the  same  time  be  shown  that  there  has  been  a 
diminished  supply  of  gold,  then  there  would  be  good  reason  for 
arguing  that  the  recent  fall  in  prices  originated  in  failing  supplies 
of  gold,  and  that  the  low  rate  of  discount  during  the  same  period 
was  a  natural  consequence  of  the  same  cause.  But,  in  the 
absence  of  any  such  connection,  the  abundance  of  money  in  the 
market,  and  the  continuance  of  a  low  and  comparatively  steady 
rate  of  discount  during  the  whole  period  of  falling  prices,  must 
be  taken  as  strong  evidence  that  the  recent  fall  in  prices  has  not 
been  due  to  any  deficiency  in  the  supply  of  "  money  " ;  and  that 
consequently  it  cannot  have  been  due  to  any  deficiency  in  the 
supply  of  gold.  To  put  the  same  conclusion  in  other  words  : — 
The  falling  prices  of  the  last  fifteen  years  cannot  have  been  dear 
"money,"  or  dear  gold,  because  during  that  time  "money"  has 
been  comparatively  cheap.  But  the  falling  prices  may  very  well 
have  been  one  of  the  causes  for  the  continuance  of  cheap 
"money,"  because,  whilst  "money"  has  been  abundant,  falling 
prices  have  checked  the  demand  for  it  which  might  otherwise 
have  arisen. 

The  above  reasoning  also  brings  us  round  to  the  same  con- 
clusion, to  which  many  other  lines  of  argument  converge,  viz., 
that  the  main  factors  in  recent  economic  changes  are  to  be  found 
in  the  supply  of  and  demand  for  goods;  and  that  it  is  these 
factors,  rather  than  the  supply  of  gold  or  even  of  "money,"  which 
in  the  main  govern  both  the  rate  of  discount  and  prices. 
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CORRESPONDENCE    WITH    PROFESSOR  ERWIN 
NASSE  ON  THE  FOREGOING  PAPERS. 


Being  much  interested  in  the  paper  sent  to  the  Commission  by 
Dr.  Erwin  JVasse,  of  Bonn^  contained  in  the  Appendix  to  the 
second  Report  of  the  Gold  and  Silver  Commission^  page  221,  I  sent 
him  the  two  foregoing  papers^  and  put  to  him  the  three  following 
questions  for  his  opinion  : — 

1.  What  is  it  that  we  buy  with? 

2.  What  creates  it? 

3.  What  limits  it  ? 

His  answer  is  contained  i?i  the  folloivijig  letter  of  the  Zth  June., 
i2>^^,  which  I  print,  with  the  subsequent  correspondence,  by  his  kind 
permission. 

translation    of    letter    from    professor    erwin    NASSE  TO 
SIR  T.   H.  FARRER. 

"BoNN,/^^;?^  8,  1888.  . 

"  My  Dear  Sir, — Of  the  three  questions  which  you  put,  the 
first — viz.,  '  What  is  it  that  we  buy  with  ?  ' — seems  to  me  to  be 
quite  satisfactorily  answered  by  the  reasoning  and  conclusions 
('  ausfiihrungen ')  in  your  paper.  We  buy  with  metallic  money 
and  transferable  claims.  I  should  not,  however,  call  metallic 
money  a  '  debt '  or  '  claim.'  I  can  discover  neither  a  debtor  nor 
a  creditor  when  I  am  in  possession  of  metalhc  money.  I  possess 
a  commodity,  like  other  commodities. 

"To  the  second  question,  'What  creates  it?'  I  should 
answer,  '  The  need  of  trade  for  media  of  payment,  operating 
through  the  agency  of  banks.'  The  immediate  creators  of  the 
common  media  of  payment,  based  on  credit,  are  the  banks.  Of 
other  claims  or  debts  which  circulate  as  money,  the  only  ones 
which  come  near  the  claims  on  banks  are  bills  of  exchange, 
and  these  only  within  narrow  limits.    The  banks  create  the 
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credit,  with  which  all  payments  can  be  made,  either  by  changing 
claims  which  are  non-transferable  or  not  easily  transferable  into 
claims  which  are  easily  transferable ;  as,  for  instance,  when  they 
discount  bills  ;  or  by  opening  a  credit  for  their  customers  without 
any  security  in  the  shape  of  a  counter  claim,  but  in  the  trust  that 
the  customer  will,  when  the  time  comes,  be  able  to  repay.  The 
banks  are,  if  credit  is  in  a  sound  state,  and  if  the  law  imposes  no 
limits  on  their  action,  ready  to  create  these  media  of  payment  by 
credit,  because  they  make  a  profit  by  it.  The  persons  who  pro- 
cure loans  in  order  to  get  bank-notes  or  bank  credits  must  pay 
interest ;  whilst  the  bank-notes  or  the  bank  credits  which  are 
operated  on  by  cheques  bear  no  interest.  Such  persons  will  only 
make  this  sacrifice  when  they  need  means  of  payment.  Conse- 
quently the  mass  of  hank-notes  in  circulation  and  of  bank  credits 
operated  on  by  cheques  increases  in  proportion  to  the  demands  of 
trade. 

"  With  reference  to  the  last  question — '  What  Hmits  it  ? ' — 
which  appears  to  me  to  be  the  most  important  and  most  difficult 
of  the  three  :  I  quite  agree  in  substance  with  your  reasonings  and 
conclusions  (' ausfiihrungen ').  In  my  judgment,  you  show  admir- 
ably how  the  credit,  which  serves  as  means  of  payment,  consists 
of  promises  to  pay  gold  ;  how  for  this  purpose  a  gold  reserve  is 
needed ;  how  an  influx  of  gold  operates  on  the  reserve,  and 
through  it  on  the  credit  used  in  payments ;  what  steps  (changes 
in  the  rate  of  discount)  are  taken  for  the  purpose  of  maintaining 
the  reserve ;  and  what  influence  they  have  on  the  credit  used  in 
payments,  and  on  prices.  I  will  permit  myself  one  remark  to 
complete  the  subject. 

"The  fear  of  being  obliged  to  pay  bank-notes  or  bank  deposits 
in  gold  coin,  and  the  depletion  of  the  gold  reserve  thence  arising, 
constitute  the  real  obstacle  to  increase  of  the  media  of  payment 
based  on  credit.  Now  there  are  two  reasons  w^hy  men  want  gold 
in  respect  of  the  media  of  payment  based  on  credit,  even 
when  credit  is  sound.  In  the  first  place,  there  is  the  need  of 
it  for  small  payments  in  internal  trade — i.e.  for  payments  which 
are  too  small  to  be  made  in  bank-notes  or  cheques.  In  the 
second  place,  there  is  the  necessity  of  sending  gold  abroad  to 
settle  the  international  balance  of  trade  (internal  drain  and 
external  drain).  The  former  of  these  drains  on  the  stock  of  gold 
can  be  reduced  to  a  minimum  by  the  issue  of  smaller  bank-notes, 
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and  the  further  development  of  payment  by  cheques.  I  entertain 
no  doubt  that  it  will,  as  time  goes  on,  dwindle  more  and  more,  if 
it  does  not  disappear  altogether.  So  much  the  more  important 
does  the  international  movement  of  gold  become  as  a  limit  to  the 
creation  of  the  media  of  payment  based  on  credit.  Even  these 
movements  are,  as  you  say,  narrowed  by  operations  of  credit ;  but 
by  no  means  in  the  same  degree  as  gold  payments  in  internal 
business.  In  a  clearing-house,  as,  for  instance,  in  London,  all  the 
balances  may  be  paid  in  bank-notes  or  by  cheques  with  complete 
exclusion  of  metalhc  money,  when  all  the  participating  firms  are 
in  connection  with  a  central  bank.  So  all  internal  payments 
may  be  reduced  in  the  last  end  to  transfers  in  the  books  of  the 
central  bank,  the  common  central  treasury  of  the  whole  country. 
For  international  trade  there  is  no  such  common  central  treasury, 
and  therefore  the  balances  must  be  paid  in  metallic  money.  In 
this  respect  the  payment  of  gold  becomes  more  and  more  import- 
ant. I  shall,  therefore,  in  answer  to  the  question,  '  What  limits 
it?'  say,  'The  flow  of  gold  abroad.'  If  in  any  country  the  media 
of  payment  which  are  based  on  credit  are  too  largely  created,  and 
if  their  excessive  increase  exercises  an  influence  on  the  price  of 
goods  and  services,  there  follows  an  outflow  of  gold  to  foreign 
countries  ;  the  metallic  reserves  of  the  banks  are  contracted  ;  the 
rate  of  discount  is  raised ;  the  rise  in  discount  lowers  prices,  and 
diminishes  the  need  for  means  of  payment. 

"  In  this  way  there  comes  to  pass,  as  it  seems  to  me,  a  great 
elasticity  of  money  in  countries  with  highly  developed  credit,  and 
yet  a  correspondence  with  the  metallic  foundation  on  which  the 
highly  developed  structure  is  raised. 

"  It  is  impossible  within  the  compass  of  a  letter  to  go  farther 
into  the  details  of  these  questions. 

"  I  beg  that  you  will  make  all  due  allowance  for  my  remarks, 
which  will,  perhaps,  in  their  brevity  appear  vague  or  fragmentary, 
and  have  the  honour  to  be,  &c.  &c.  &c., 

"(Signed)       Erwin  Nasse." 
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LETTER  FROM    SIR  T.   H.   FARRER  TO  PROFESSOR    ERWIN  NASSE. 

"  Abinger  Hall,  June  22,  1888. 

"  My  Dear  Sir, — I  am  much  obliged  to  you  for  your  letter 
of  the  8th.  I  agree  with  it,  so  far  as  the  present  state  of  things  is 
concerned,  subject  to  the  following  remarks  : — 

1.  AS  REGARDS  THE  NOTION  THAT  METALLIC  MONEY  IS  A  DEBT. 

"  The  hypothesis  that  a  gold  sovereign  or  a  gold  mark  is  a 
debt  or  claim  of  the  possessor  against  the  community  is  Mr. 
Macleod's.  It  is  a  part  of  his  theory  that  all  currency  may  be 
defined  as  a  '  debt '  or  '  claim ; '  and  I  agree  so  far  with  you 
as  to  think  that,  if  true,  it  is  unnecessary  for  the  purpose  of  our 
argument.    It  is  a  theory.  * 

2.  AS  TO  THE  FORM    OF  DEBTS    OR  CLAIMS  WHICH  OPERATE  AS 

MONEY. 

"  Mr.  Macleod  has,  as  it  seems  to  me,  firm  ground  to  stand 
on  when  he  treats  various  forms  of  claims  or  debts,  such  as  bills  of 
exchange  or  other  securities  for  money,  as  currency.  They  do 
undoubtedly,  especially  in   international   transactions,  perform 

*  The  views  that  may  be  taken  of  the  hypothesis  in  question  will  probably 
differ  according  to  different  theories  of  value.  Economists  who  trace  value  to  cost 
of  production  point  out  that  the  difference  between  a  sovereign  and  a  sound  pro- 
mise to  pay  a  sovereign  is  that  the  physical  material  of  a  sovereign  costs  a  con- 
siderable amount  of  human  eftort,  whilst  the  physical  material  of  a  promise  to  pay 
a  sovereign — viz.,  a  small  quantity  of  paper  and  ink — costs  nothing,  or  next  to 
nothing.  This,  says  Mr,  Macleod,  is  of  no  importance,  because  the  value  of  a 
thing  is  only  what  it  will  exchange  for,  and  a  sound  promise  to  pay  will  exchange 
for  exactly  as  much  as  a  sovereign,  and  therefore  is  "currency,"  or  ''circulating 
medium,"  or  "  money,"  just  as  much  as  a  sovereign.  Both,  therefore,  are  to  the 
same  extent,  and  in  the  same  way,  "  orders  for  goods,"  Possibly  the  theoretical 
differences  may  be  harmonised,  if  not  entirely  removed,  by  the  consideration  that  a 
j(?z^;?<a?  promise  to  pay  implies  something  more  than  paper  and  ink — viz.,  solvency 
in  the  promiser ;  and  that  solvency  in  the  promiser  implies  that  he  possesses, 
actually  or  potentially,  some  thing  or  quality  which  is  equivalent — not  perhaps  in 
amount,  but  in  its  nature — to  the  human  effort  by  which  the  gold  sovereign  is  pro- 
duced ;  and  that,  if  he  did  not  possess  it,  his  promise  would  not  exchange  for  as 
much  as  a  sovereign.  But  for  our  present  purpose  it  is  not  necessary  to  go  into 
this  argument.  If  a  promise  to  pay  one  sovereign  will  in  the  common  business  ot 
life  exchange  for  as  much  as  one  sovereign,  it  has  the  same  purchasing  power  and 
operates  as  circulating  medium  or  currency  in  the  same  way  and  to  the  same  ex- 
tent as  a  sovereign.    This  is  all  we  need  for  our  purpose. 


84 


WHAT  DO  WE  PAY  WITH? 


many  functions  which  might  be  performed,  and  which  were 
formerly  performed,  by  money.  But  there  is  a  clear  distinction 
between  them  and  what  the  market  knows  as  '  money ; '  and  it 
is  this  '  money  of  the  market ' — i.e.^  '  money  at  a  banker's  ' — with 
which,  as  you  say,  we  commonly  buy  and  sell,  and  which  affects 
prices.  As  regards  other  forms  of  debt  or  claim,  such  as  bills  of 
exchange,  I  suppose  that  the  great  majority  are  always  turned 
into  '  money  at  a  banker's '  before  men  buy  and  sell  with  them  or 
with  their  proceeds. 

3.  AS    TO    THE    USE    OF    GOLD    IN    SETTLING  INTERNATIONAL 

BALANCES. 

"  I  agree  in  your  view,  so  far  as  regards  the  present  state  of 
things.  But  is  not  this  state  of  things  in  course  of  alteration  ? 
Gold,  as  you  say,  goes  abroad  to  settle  international  balances. 
But  has  it  not  even  now,  in  many  cases,  been  replaced  by  other 
means  ?  Stocks  and  securities  help  to  settle  the  balance  of  trade 
in  goods.  Perhaps  they  may  themselves  in  some  sense  be  looked 
on  as  goods.  But  there  are  other  means  of  remittance  which 
dispense  with  the  use  of  gold  more  palpably  and  more  completely. 
For  instance,  it  is  common  for  bankers  in  England  to  have  large 
accounts  with  bankers  in  New  York,  in  Hamburgh,  in  Calcutta. 
Often  the  bank  or  financial  house  bestrides  the  sea,  and  has  one 
house  in  the  one  country  and  another  house  in  the  other.  In 
such  cases  it  merely  needs  a  letter  or  a  telegram  to  say,  '  Of  our 
capital  we  will  employ  ^100,000  in  London  rather  than  in  New 
York,'  or  vice  versa,  and  the  effect  on  the  money  markets  of  the 
two  cities,  and  on  the  prices,  will,  as  it  seems  to  me,  be  precisely 
the  same  as  if  the  firm  had  sent  100,000  sovereigns  across  the 
Atlantic. 

"  The  questions,  therefore,  which  occur  to  me  are  : — '  How 
far  is  this  practice  now  carried  ? '  '  How  far  is  it  capable  of 
development  ? '  '  What  effect  has  it  on  the  international  move- 
ments of  metal  ? '  '  Does  it  not,  so  far  as  it  goes,  make  it  com- 
paratively unimportant  in  what  place  the  gold  may  be,  provided 
the  balance  of  accounts  is  such  that  the  nation  which  wants  it  can 
get  it  if  it  pleases  by  making  a  moderate  sacrifice  ?  '  Finally,  '  Does 
it  not  largely  dispense  with  the  use  of  metallic  money,  even  in  in- 
ternational transactions  ?  ' 
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4.    CORRESPONDENCE     BETWEEN     CREDIT     AND    THE  METALLIC 

BASIS. 

"  You  say,  and  I  agree  entirely,  that  in  countries  with  highly 
developed  credit  money  comes  to  possess  great  elasticity,  whilst  at 
the  same  time  it  maintains  a  correspondence  or  coherence  with 
the  metallic  foundation  on  which  the  highly  developed  structure  is 
raised.  Now  what  is  the  character  of  this  correspondence  ?  It  is 
not,  I  think,  a  quantitative  relation  in  which  so  much  more  credit 
requires  so  much  more  gold,  or,  vice  versa,  so  much  more  gold 
creates  so  much  more  credit.  It  is,  I  think,  a  much  more  subtle 
and  varying  relation ;  varying  chronically  with  the  development 
of  credit  and  business ;  varying  locally  with  the  habits  of  different 
nations  ;  and,  which  is  of  very  great  importance,  varying  also 
temporarily,  according  to  the  state  of  business,  the  increase  or 
diminution  of  production,  and  the  hopes  or  apprehensions  of  men 
concerning  the  success  or  failure  of  their  undertakings.  In  short, 
this  "credit  money,"  though  ballasted  and  kept  safe  by  a  liability 
to  pay  in  gold,  is  an  elastic  medium  which  is  not  measured  or 
limited  by  the  stock  or  supply  of  gold,  but  which  adapts  itself  to 
the  ever  varying  needs  and  conditions  of  men. 

"  If  you  ever  have  time  to  say  whether  you  agree  you  will  add  to 
the  obligation  I  am  already  under  to  you.    Believe  me,  sincerely 

"  (Signed)      T.  H.  Farrer." 

"Professor  Erwin  Nasse, 
"  Bonn. 


TRANSLATION  OF  LETTER  FROM  PROFESSOR  ERWIN  NASSE  TO 
SIR  T.   H.  FARRER. 

"Bonn,  8/^ July,  1889. 

"Dear  Sir, — From  your  welcome  letter  of  the  22nd  June,  for 
which  I  am  much  obliged,  I  see  that  our  views  really  diverge  only 
in  one  point,  viz.,  in  relation  to  the  use  of  gold  for  the  regulation 
of  international  balances  of  payments. 

"  You  are  certainly  right  when  you  say  that  even  in  this  function 
gold  is  more  and  more  replaced  by  operations  of  credit.  Transfers 
of  capital  are  made  instead  of  bullion  payments.  But,  it  seems  to 
me,  this  does  not  diminish  the  importance  of  international  bullion 
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payments  or  gold  transfers  as  the  regulator  of  the  mass  of  credit 
money  and  of  the  state  of  prices  in  highly  civilised  countries.  It 
is  only  the  casual  and  passing  drain  of  gold  which  can  be  pre- 
vented by  the  use  of  the  means  you  speak  of.  But  an  excessive 
increase  of  credit  money  and  consequent  excessive  rise  of  prices 
of  all  goods  and  services  in  any  country  must  lead  to  a  lasting 
drain  of  gold  from  that  country  to  other  countries.  A  lasting  drain 
of  gold  could  not  be  permanently  stopped  by  transfers  of  capital 
on  the  part  of  the  banks,  by  sending  paper  instruments,  and  so 
forth.  Many  countries  would  be  unable  to  carry  on  such  an 
export  of  capital  for  even  a  short  time ;  none  could  do  it  per- 
manently. This  distinction  between  a  drain  of  gold  which  is  the 
consequence  of  a  too  high  level  of  prices  in  any  country,  and 
which  consequently  can  only  be  stopped  by  a  lowering  of  prices, 
and  a  drain  of  gold  which  arises  from  a  temporary  cause  such  as 
bad  harvests  or  foreign  investments,  and  which  comes  to  an  end  of 
Itself  with  the  cause,  was,  if  I  am  not  mistaken,  often  made  by 
Lord  Overstone.  Lord  Overstone  was  in  my  judgment  right 
when  he  pressed  for  a  contraction  of  the  currency  in  order  to  stop 
the  former  drain,  i.e.^  the  drain  rising  from  a  too  high  level  of 
prices  ;  but  he  was  wrong  in  looking  for  this  contraction  only 
in  a  diminution  of  the  note  circulation,  and  he  overlooked  the 
much  greater  importance  of  cheques.  Bills  of  Exchange,  transfers 
in  the  Books  of  Banks,  and  accounts.  He  desired  further,  as  it 
seems  to  me,,  erroneously,  that  the  drains  of  gold  arising  from 
other  passing  causes  should  also  be  stopped  by  contraction  of  the 
currency.  Disturbances  in  the  balance  of  international  payments 
arising  from  such  casual  and  passing  causes  are  becoming  of  less 
and  less  importance.  But  considering  the  ease  with  which  credit- 
money  can  now  be  increased  and  general  purchasing  power  raised 
in  any  country,  it  becomes  a  fact  of  more  and  more  importance 
that  an  excessive  increase  of  credit-money  and  unsound  raising  of 
prices  leads  to  the  disturbance  of  the  balance  of  international  pay- 
ments ;  and  that  the  drain  of  bullion  from  the  banks  necessitates 
restrictions  of  credit,  which  put  an  end  to  the  whole  unhealthy 
development.  I  do  not  know  how  it  would  otherwise  ever  come 
to  an  end.  In  internal  trade  I  see  no  reason  why  the  general 
price  level  should  not  be  raised  or  depressed  at  will  by  the 
development  of  credit. 

"  (Signed)       Erwin  Nasse." 
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LETTER  FROM  SIR  T.   H.   FARRER  TO  PROFESSOR  ERWIN  NASSE. 

"Abinger  Hall,  Dorking,  22nd  Jiily^  1888. 

"  My  Dear  Sir, — I  am  much  obliged  by  your  letter  of  the  8th 
inst.  It  is  clear  that  there  is  a  point  on  which  we  do  not  entirely 
agree,  and  I  should  like,  at  the  expense  of  further  troubling  you, 
to  explain  to  you  how  this  point  strikes  me. 

"I  am  unable  to  follow  fully  either  of  your  two  distinctions, 
namely :  First,  the  distinction  you  draw  between  those  dis- 
turbances of  international  balances  which  arise  from  a  general 
expansion  of  credit  and  an  excessive  rise  of  all  prices,  and  those 
more  casual  disturbances  which  arise  from  temporary  causes  such 
as  a  bad  harvest,  or,  let  us  say,  speculations  in  a  particular  article ; 
and  Secondly,  the  distinction  you  draw  between  the  operation  of 
gold  as  a  limit  to  credit  in  internal  trade  and  its  operation  as  a 
limit  to  credit  in  international  trade. 

"As  regards  the  first  of  these  distinctions,  I  cannot  remember 
any  particular  cases  which  embody  and  illustrate  it.  No  doubt 
there  are  in  different  countries  periods  of  sanguine  speculation  and 
periods  of  depression  in  which  not  one  class  only,  but  all,  or 
almost  all,  classes  of  the  community  and  of  business  are  involved. 
But  it  seems  to  me,  in  the  first  place,  that  these  tides  of  excitement 
and  depression  are,  with  the  progress  of  international  communica- 
tion, becoming  more  and  more  universal  and  international,  and 
less  and  less  confined  to  a  particular  country ;  and  it  is  obvious 
that  to  whatever  extent  this  is  the  case,  they  cannot  be  remedied 
by  the  flow  of  bullion  from  one  country  to  another.  In  the 
second  place,  I  am  unable  to  draw  any  positive  line  between  these 
ebbs  and  flows  of  general  business,  with  their  rise  and  fall  of 
general  prices,  from  the  smaller  ebbs  and  flows  which  are  occurring 
constantly  everywhere,  in  consequence  of  good  or  bad  seasons,  of 
new  discoveries,  of  improvements  in  manufacture,  of  alterations  in 
demand,  of  speculations  in  particular  businesses,  and  all  the 
different  causes  which  are  daily  producing  fluctuations  in  trade 
and  change  of  prices.  In  both  the  one  and  the  other  class  of 
cases,  as  it  seems  to  me,  the  actual  process  and  the  remedy 
are  essentially  the  same,  and  the  relation  of  the  two  cases  to  the 
currency  differs  only  in  this,  that  in  the  former  case  the  disturbance 
is  spread  over  a  wider,  in  the  latter  case  over  a  narrower,  area.  In 
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both  cases  action  is  followed  by  reaction,  and  inflation  by 
collapse.  Each  speculation,  as  it  seems  to  me,  creates  its  own 
credit,  and  is  stopped  by  the  failure  of  that  credit  if  the  speculation 
turns  out  unfavourable  or  is  carried  too  far. 

"Then,  as  to  your  second  distinction,  namely,  between  the 
effect  of  gold  upon  internal  trade  and  its  effect  upon  international 
trade,  I  cannot  think  that  there  is  any  such  great  diff"erence 
between  these  two  kinds  of  trade  as  has  been  often  supposed. 
The  trade  between  London  and  Hamburgh  or  between  Liverpool 
and  New  York  is,  so  far  as  means  and  method  of  payment  are 
concerned,  as  simple  and  as  easy  as  the  trade  between  London 
and  Liverpool,  between  Hamburgh  and  Dresden,  or  between 
New  York  and  New  Orleans.  The  use  and  development  of 
credit  is  as  great  in  the  former  cases  as  in  the  latter,  probably 
greater ;  and  the  use  of  gold  as  small  in  proportion  to  the  amount 
of  business  done.  Try  it  in  another  way  :  suppose  two  nations  to 
become  one ;  would  that  make  any  difference  in  their  credit 
relations  or  in  the  mode  in  which  they  settle  payments?  It 
might  perhaps  have  the  effect  of  inducing  them  to  adopt  an 
identical  coinage;  but  that  would  make  no  difference  in  their 
method  of  balancing  and  settling  accounts.  Or  again,  suppose 
some  highly  developed  nation  like  the  United  States  to  succeed 
in  carrying  their  protectionist  principles  so  far  as  to  isolate  them- 
selves from  the  rest  of  the  world,  so  that  there  could  be  no 
demand  for  a  foreign  drain  of  gold ;  would  that  render  their 
highly  developed  system  of  credit  and  currency  unsound  ? 

"Considerations  such  as  these  make  me  think  that  both  in 
internal  trade  and  in  international  trade  the  true  principle  of 
currency  lies  deeper  than  any  quantitative  relation  between  gold 
and  purchases,  and  that  we  must  seek  for  such  a  principle  as  will 
apply  to  both  kinds  of  trade.  I  will  try  to  put  my  idea  of  such  a 
principle  into  words ;  though  I  do  not  find  it  easy  to  do  so  in  a 
form  satisfactory  to  myself 

"We  are  agreed  that  credit,  or  'credit-money,'  as  you  so  well 
name  it,  expands  with  the  demand  for  it.  I  believe  that  it  also 
contracts  with  the  failure  of  the  demand.  In  other  words,  if  the 
sj)eculation  was  a  sound  one  and  has  resulted  in  an  amount  of 
produce  as  great  as  was  expected  when  the  credit-money  on  which 
it  is  based  was  issued,  that  produce  itself  satisfies,  and  perhaps 
more  than  satisfies,  the  credit  or  promise  by  the  help  of  which 
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the  speculation  was  undertaken.  If  it  does  not  result  in  the 
expected  produce,  there  is  nothing  wherewith  to  satisfy  the 
promise ;  and  loss  and  insolvency  are  the  result.  Essentially  it  is 
not  gold  at  all  which  satisfies  credit,  it  is  solvency,  that  is,  the 
ability  to  produce  as  much  as  was  believed  or  expected.  It  is  in 
a  due  correspondence  between  the  result  of  men's  efforts  and  their 
beliefs  or  expectations,  and  not  in  the  possession  of  an  adequate 
supply  of  gold,  that  I  find  the  real  security  for  all  sound  credit, 
and  for  that  form  of  credit  which  we  term  currency,  as  well  as  for 
other  forms  of  credit.  When  a  banker  lends  money  to  a  farmer 
or  manufacturer,  he  does  not  think  of  repayment  in  gold,  but  of 
the  amount  of  produce  which  the  farmer  will  get  from  his  farm  or 
the  manufacturer  from  his  factory,  and  the  price  at  which  such 
produce  will  sell.  If  that  produce  fully  answers  the  expectations 
formed  of  it,  the  debt  is  repaid  and  the  credit-money  returns  into 
itself  without  the  use  of  gold.  If  it  does  not,  the  debt  becomes 
bad ;  future  advances  are  checked  or  stopped,  and  the  credit- 
money  ceases.  What  is  true  of  these  single  transactions  is  true  of 
all  transactions,  and  of  international  as  well  as  of  internal  or  home 
transactions.  It  is  the  production  of  material  results  sufficient  to 
enable  the  debtor  to  perform  his  promise  which  makes  credit- 
money  sound.  It  is  the  non-production  of  such  results  which 
makes  it  unsound  ;  and  such  non-production  is  in  itself  a  necessary 
check  to  credit.  It  is  consequently,  in  my  view,  the  material 
produce  and  the  belief  in  or  expectation  of  that  produce  which 
/     creates  and  which  limits  credit. 

"  'What  part  then,'  you  will  ask,  '  does  gold  play  in  these  trans- 
actions ? '  My  reply  is  '  A  very  important,  but  still  a  subordinate 
one.' 

"  The  gold  coin  is,  first,  the  unit  of  measurement,  and  of  course 
the  purchasing  power  of  all  multiples  of  the  unit  must  vary  with 
the  purchasing  power  of  the  unit.  This  function  would  remain  it 
no  gold  at  all  were  used  as  money,  and  if  gold  were  actually  used 
only  for  the  arts.  But  secondly,  gold  has  a  further  important 
function  in  our  present  mode  of  doing  business.  It  affords  the 
readiest  means  of  applying  a  test  of  solvency.  The  liability  to 
pay  debts  in  gold  involves,  not  the  possession  of  gold,  but  the 
power  of  procuring  it,  and  this  power  depends,  as  we  have  seen, 
first  and  principally  on  the  material  means  in  the  possession  of 
the  debtor  with  which  he  can  purchase  gold ;  and  secondly  on  the 
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quantity  of  gold  in  the  market  and  on  its  accessibility.  This  test, 
namely,  the  purchase  and  payment  of  gold,  is  useful  because  it  is 
so  simple ;  but  it  is,  we  must  confess,  attended  by  many  incon- 
veniences, and  it  is  rarely,  if  ever,  actually  applied.  Still,  the 
liability  exists  and  must  be  provided  for.  The  banker  is  bound, 
if  the  customer  who  has  deposited  money  with  him  requires  gold, 
to  return  it  to  him  in  the  form  of  gold  ;  the  debtor,  to  whom  the 
banker  advances  credit-money,  is  bound,  if  the  banker  requires  it, 
to  repay  him  in  gold.  This  gold  need  not  be  in  the  till  of  the 
banker ;  it  need  not  be  in  the  pocket  of  the  creditor.  It  need 
not  even  be  in  the  country  of  either,  provided  that  there  exist  the 
means  of  procuring  it.  For  the  sake  of  convenience  a  certain 
quantity  of  it  is  kept  in  the  reserves  of  the  bankers  of  the  different 
countries.  But  the  quantity  so  kept  is  conventional;  it  is  a 
creature  of  local  custom  and  of  habit ;  and  it  has  little  or  no  rela- 
tion to  the  quantity  of  credit  which  is  said  to  be,  and,  in  one 
sense  is,  based  upon  it.  The  increase  or  diminution  of  these 
reserves  has  no  doubt  some  effect  on  the  action  of  those  who  lend 
money,  leading  them  to  extend  their  issues  when  the  gold  re- 
serves are  increasing,  and  to  contract  them  when  the  gold  reserves 
are  decreasing ;  and  in  this  way  the  quantity  of  gold  in  the  re- 
serves operates  on  credit,  and  through  credit  on  prices.  But  this 
operation  appears  to  be  somewhat  fitful  and  uncertain,  and  its 
effect  on  prices  is  very  indirect.  Considering  how  rarely  and 
exceptionally  gold  is  actually  used,  and  considering  at  the  same 
time  how  regular  and  universal  is  the  operation  of  what  I  have 
called  the  substantial  solvency  of  the  debtor,  it  seems  to  me  that 
the  effect  of  the  supply  of  gold,  and  especially  of  the  supply  of 
gold  in  different  places  and  countries,  in  limiting  credit-money  is 
altogether  a  subordinate  one. 

"  Further,  as  regards  this  operation  of  the  gold  reserves, 
I  can  see  no  difference  in  principle  between  debts  owing 
within  a  country  and  debts  owing  abroad.  Last  year,  for 
instance,  there  was  internal  stringency  within  the  United 
States  because  it  was  supposed  that  their  gold  was  locked  up  in 
their  Treasury,  and  that  stringency  was  relieved  when  the  United 
States  Government  took  means  to  part  with  or  to  be  able  to  part 
with  their  gold.  This  year  we  had  a  run  on  a  penny  bank  in 
London,  because  the  poor  depositors  erroneously  believed  that  the 
Duke  of  Westminster,  who  was  a  patron  and  shareholder,  had 
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suffered  losses  on  the  turf ;  and  it  was  stopped  by  showing  them 
piles  of  gold  and  notes  in  the  bank  offices.  These  were  cases 
happening  within  the  respective  countries  in  which  the  state  of  the 
reserves  of  gold  affected  credit;  and  they  seem  to  me  to  show 
that  there  may  still  be  a  demand  for  gold  for  internal  as  well  as 
for  external  purposes,  although  from  the  more  intimate  business 
relations  within  the  country,  it  would  not  be  frequent.  On  the 
other  hand  the  development  of  credit  in  the  form  of  bills  of  ex- 
change has  been  quite  as  great  in  external  as  in  internal  trade ; 
and  that  of  banking  promises  now  to  follow  suit. 

"  At  the  same  time,  whilst  denying  the  paramount  influence  of 
gold,  I  fully  admit  that  the  state  of  the  gold  reserves  of  each 
country,  their  relations  to  the  reserves  of  foreign  countries,  and 
the  methods  taken  to  maintain  and  replenish  them,  have  a  very 
material  effect  on  business  and  on  credit.  But  it  seems  to  me 
that  it  is  more  near  the  truth  to  compare  them  to  a  barometer 
or  a  tide  gauge,  which  shows  in  which  direction  pressure  lies, 
and  which  points  out  in  what  countries  gold  or  floating  capital  is 
for  the  time  most  required  and  best  remunerated,  than  to  look 
upon  them  as  a  reservoir  of  material  money  which  is  required  for 
actual  use  in  payment  of  debts. 

"If,  therefore,  I  am  to  give  an  answer  to  the  third  ques- 
tion in  my  former  letter — viz.,  '  What  Kmits  credit  ? ' — I  should 
be  disposed  to  say,  '  The  ability  of  the  debtors  to  perform  their 
promises  :  in  other  words,  their  solvency ; '  and  this  '  again 
depends  primarily  and  principally  upon  the  material  value  of  their 
property,  present  or  expected ;  and  only  secondarily  and  in  a  very 
subordinate  degree  upon  the  supply  of  gold.' 

"  Pray  forgive  me  for  thus  dragging  you  into  a  friendly  con- 
troversy. It  was  the  interest  I  felt  in  your  printed  paper  which 
induced  me  first  to  write  to  you  ;  and  it  is  the  conviction  arising 
out  of  our  present  inquiry  that  old  currency  theories  require  much 
stretching,  if  not  much  alteration,  to  adapt  them  to  present  facts, 
which  still  induces  me  to  place  the  suggestions  that  have  occurred 
to  me  before  one  so  well  able  to  criticise  them. 

"  Believe  me 

"Sincerely  yours, 
"(Signed)       T.  H.  Farrer." 
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TRANSLATION  OF  LETTER  FROM  PROFESSOR  ERWIN  NASSE  TO 
SIR  T.   H.  FARRER. 

"Bonn,  -^oth  August,  1888. 

"  My  Dear  Sir, — I  have  delayed  answering  your  interesting 
and  instructive  letter  of  the  22nd  of  last  month  because  I  wished 
to  consider  your  question  carefully,  and  at  the  same  time  to  send 
you  the  little  paper  which  will  in  the  meantime  have  reached  you.* 
You  will  see  that  it  contains  the  same  view  which  you  dispute  in" 
your  last  letter,  and  which  I  find  myself  obliged  to  modify  for  the 
reasons  which  you  state,  but  not  to  give  up  altogether.  The 
question  between  us,  as  it  seems  to  me,  is  the  following : — What 
is  there  to  hinder  an  arbitrary  rise  of  all  prices,  if  gold  is  no 
longer  used  as  money,  and  credit-money  which  can  be  easily 
increased  is  used  in  its  place  ?  Why  do  not  we  give  two  pounds 
where  we  now  give  one  pound?  We  see  periods  of  great  and 
widely-spread  rising  prices  which  are  ever  extending  from  the 
centres  of  trade  for  a  long  time,  as  for  instance,  1856-57  or  187 1- 
73.  Why  do  not  these  periods  last,  and  why  do  prices,  after  a 
short  delay,  sink  again  to  something  like  their  former  condition  ? 

"  You  say  with  much  truth  that  the  obligation  of  the  debtors  to 
fulfil  their  promises  and  their  ability  to  pay  limits  credit,  and  that 
the  obligation  to  pay  in  gold  is  a  useful  test  of  the  debtor's  ability 
to  pay;  but  we  require  a  test,  not  only  whether  debtors  are 
solvent,  but  also  whether  money  prices  of  all  things  correspond 
to  the  universal  value  of  gold.  Extraordinary  rises  in  prices  do 
not  by  any  means  endanger  the  debtor's  ability  to  pay,  even  if 
they  have  lost  the  right  relation  to  the  universal  measure  of  value. 
In  order  that  from  this  point  of  view  the  obligation  to  pay  in 
gold  should  be  a  real  limit,  payment  in  gold  must  be  actually 
required. 

"The  higher  the  development  of  credit  and  the  perfection  of  a 
currency  system  is  carried  in  any  country  or  in  any  part  of  the 
world,  the  less  often  will  an  actual  provision  of  gold  be  necessary 
for  its  internal  trade.    If,  for  instance,  in  England  the  Bank  of 

*  This  paper  is  Professor  Nasse's  interesting  Article  in  the  Jahrbiichern  fiir 
National  Okonornie  und  Statistik,  Bd.  XVII.,  entitled  "Das  Sinken  der  Waren- 
preise  wiihrend  der  letzten  15  Jahre,"  to  which  I  have  referred  above,  page  13.  It 
is  published  separately.    Gubtav  Fischer,  Jena,  1888. 
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England  were  enabled  to  issue  one  pound  notes,  and  payment  by 
cheques  were  at  the  same  time  further  developed,  the  internal 
trade  could  scarcely  ever  require  an  increased  quantity  of  gold 
coins  ;  but  this  is  not  the  case  with  the  whole  world.  '  Though 
paper  documents  will  in  highly  civilised  countries  perform  the 
maximum  of  expenditure,  coin  will  long  circulate  in  eastern  and 
other  less  advanced  countries,'  says  Stanley  Jevons  with  much 
truth.  I  perhaps  expressed  myself  inaccurately  when  I  mentioned 
political  boundaries  as  the  actual  boundaries  in  the  international 
movements  of  the  precious  metals.  Political  boundaries  are  not 
without  importance  because  the  operations  of  each  of  the  great 
central  banks  in  Europe  is  confined  to  its  country.  The 
general  circulation  of  their  notes  and  their  position  as  the  bankers' 
banks  are  the  chief  causes  which  in  countries  such  as  England 
and  Germany  allow  the  use  of  gold  to  be  reduced  to  a  minimum. 
But  much  more  important  than  the  political  division  is  the 
thoroughly  unequal  state  of  development  of  payment  by  means 
of  credit  in  different  parts  of  the  world.  Throughout  large 
regions  of  the  earth  exchanges  can  only  increase  in  number  and 
amount  if  at  the  same  time  there  are  increased  means  of  payment 
in  the  form  of  metallic  money.  In  these  regions  consequently  no 
such  arbitrary  and  universal  rises  of  price  take  place  as  easily 
come  to  pass  in  industrial  and  commercial  states  by  reason  of 
the  expansive  power  of  the  circulating  medium.  Each  of  these 
rises  in  price  in  one  or  more  of  the  highly  civilised  nations  causes 
a  disturbance  in  the  relation  of  imports  and  exports  of  goods  and 
an  export  of  money ;  and  hence  the  crisis  is  always  at  last  brought 
about  by  means  of  an  accumulation  of  goods  and  an  extraordinary 
deficiency  of  the  stores  of  precious  metals  in  the  banks. 

"  If  the  whole  world  had,  like  England,  a  system  of  payment 
which  rested  entirely  on  credit,  the  danger  of  an  unsteady  course 
in  the  general  movement  of  prices  would,  so  far  as  I  can  judge,  be 
quite  enormous.  The  banks  would  scarcely  ever  be  required  to 
make  actual  payments  in  gold,  and  this  test  of  their  ability  to  pay 
would  scarcely  ever  be  called  into  operation.  Every  justifiable 
rise  in  price  of  particular  kinds  of  goods  would  be  exaggerated 
and  extended  in  an  unsound  and  unhealthy  manner,  only  to 
break  down  if  exposed  to  the  accident  of  some  external  dis- 
turbance. 

"I   allow   myself  to   make  these   few   remarks   for  your 
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consideration.  A  complete  explanation  of  this  difficult  subject 
is  scarcely  possible  in  the  form  of  a  letter.  In  the  meantime  I 
will  not  fail  to  express,  with  many  thanks,  how  valuable  I  have 
found  your  letters.  u  y^-^^i  much  regard, 

"  Yours  very  truly, 

"Erwin  Nasse." 


NOTE  ON  THE  FOREGOING  CORRESPONDENCE. 

I  have  purposely  left  the  last  word  with  Professor  Nasse,  and 
it  is  possibly  the  last  word  which  can  be  said  with  advantage  at 
the  present  moment.  At  the  same  time,  it  does  not  appear  to  me 
to  be  satisfactory,  in  a  philosophical  point  of  view,  to  admit  that 
the  currencies  of  the  most  advanced  and  civilised  nations  are 
sound  and  reasonable  only  so  long  as  there  are  many  nations 
which  are  in  a  more  backward  state ;  and  that  the  credit  system 
on  which  England  and  the  United  States,  and  to  a  lesser  degree 
France  and  Germany,  do  their  business,  must  break  down  and 
disappear  if'  it  is  extended  to  South  America,  to  Africa,  and  to 
the  East.  Nor  does  it  seem  to  me  necessary  or  even  probable 
that  catastrophes  in  price  would  arise,  even  if  the  whole  world 
were  to  adopt  a  system  of  credit  such  as  prevails  in  England. 
The  liability  to  pay  in  gold,  even  though  little  or  no  gold  were 
actually  used  either  in  internal  or  international  exchanges,  would 
be  a  stringent  check  on  extravagant  inflation  of  prices. 

But  it  is  perhaps  impossible,  certainly  premature,  to  speculate 
with  advantage  on  what  will  happen  when  all  the  world  is  as 
advanced  in  commercial  civilisation  as  Europe  and  North  America 
now  are.  New  wants  bring  new  devices,  and  the  intense  if  un- 
conscious acuteness  of  men  of  business,  each  acting  in  his  own 
interest,  develops  a  growing  organic  system  which  leaves  conscious 
analysis  behind,  and  puts  to  shame  the  d  priori  systems  of  the 
closet.  If  a  vision  of  the  present  system  of  credit,  of  the  present 
amount  of  business,  and  of  the  present  amount  of  metallic  money 
used  in  it,  could  have  been  brought  before  the  eyes  of  David 
Hume  and  his  contemporaries,  it  would  have  struck  them  with 
astonishment,  if  not  with  alarm ;  and  we  in  this  generation  may 
well  be  satisfied  with  an  analysis  of  our  actual  condition  without 
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seeking  for  a  theory  which  shall  strictly  apply  to  and  fully  explain 
the  unknown  possibility  of  the  future.  If  there  is  anything  to  be 
learnt  from  the  recent  developments  of  Economical  Science,  it  is 
that  the  newly  discovered  truth  of  one  generation  becomes,  if 
treated  as  an  absolute,  complete,  and  universal  dogma,  a  false- 
hood in  the  next ;  that  no  generalisations  of  the  philosopher  are 
final ;  and  that  the  organic  development  of  Labour,  Trade,  and 
Business  is  constantly  requiring  a  corresponding  extension  of 
observation  and  philosophy. 

"  In  spite  of  your  fine  theoretic  positions, 
Mankind  is  a  science  defies  definitions," 

says  Robert  Burns ;  and  what  he  says  is  true  of  business  and  even 
of  currency,  as  well  as  of  the  more  delicate  and  abstruse  parts 
of  human  nature.  The  object  of  the  foregoing  pages  will 
have  been  answered  if  it  suggests  to  thinkers,  writers,  and 
teachers  on  the  subject  of  currency  that  the  "money" 
with  which  we  commonly  buy  and  sell  is  not  Gold,  and  that  the 
relation  of  Currency  to  Price  is  one  that  requires  much  more 
investigation  and  much  more  knowledge  before  we  can  presume 
to  dogmatise  about  it. 

T.  H.  FARRER. 

August^  1889. 


Cassell  &  Company,  Limited,  La  Belle  Sauvage,  London. 


